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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVWE, Judge: Respondent determ ned the follow ng
deficiencies in petitioners’ Federal incone taxes, an addition to
tax, and penalties:

Addition to tax and penalties
Year Defi ci ency Sec. 6651(a)(1) Sec. 6662(a)

1996 $3, 221 - $644. 20
1997 94, 904 $23,595. 25 18, 980. 80
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The only issues are: (1) Wether petitioners are entitled to a
net operating loss carryforward, from 1992 to 1996 and 1997, in
an anmount exceeding that allowed in the notice of deficiency; and
(2) whether petitioners are liable for the section 6651(a)(1)?
addition to tax for 1997 and the section 6662(a) accuracy-related

penalties for 1996 and 1997.

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code as anended, and all Rule references are
to the Tax Court Rules of Practice and Procedure.
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FI NDI NGS OF FACT?
Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,

and the attached exhibits are incorporated herein by this

W& note that our resolution of the issues in this case has
been made nore difficult by petitioners’ failure to conply with
our Rules regarding the formand content of briefs. Qur Rules
requi re that proposed findings of fact be conplete and that they
“consi st of a concise statenent of essential fact and not a
recital of testinony nor a discussion or argunent relating to the
evidence or the law.” Rule 151(e)(1). Petitioners’ entire
proposed findings of fact consist of the follow ng:

1. The respondent’s nmailing of an audit appoi nt nent
letter to petitioners on or about July 16, 1998, to
petitioners at Unionstone Lane, San Rafael, California,
did not “commence an exam nation” of the petitioners’
1996 tax return within the neaning of I RC Sec. 7491.
(See Exhibit 10-R)

2. The respondent did not otherw se “commence an
exam nation” of the petitioners’ 1996 tax return within
t he neaning of IRC Sec. 7491 before July 22, 1998.

3. The petitioners presented credible evidence of a
net operating loss carryforward to 1996 at |east
sufficient to reduce to zero the anount of incone tax
owed for 1996.

4. The petitioners presented credible evidence of a
net operating loss carryforward to 1997 at | east
sufficient to reduce to zero the amount of incone tax
owed for 1997.

5. The burden of proof shifted to the respondent with
respect to the factual issues underlying the proposed
deficiencies for 1996 and 1997.

6. The respondent failed to neet his burden of proof
Wth respect to the evidence presented in support of
the net operating | oss carryovers to 1996 and 1997.

7. The petitioners owe no penalties for 1996 and 1997.



- 4 -
reference. At the tinme of filing the petition, petitioners
resided in Novato, California.

M. Assaad was a real estate devel oper and investor.® On or
about Decenber 8, 1988, petitioners purchased approximtely 2.2
acres of land in Atherton, California, which consisted of three
parcels: 3, 9, and 15 Isabella. M. Assaad intended to devel op
the three parcels by constructing three residential hones for
sale. Pacific Bank (Pacific) lent $1.46 mllion to M. Assaad
(the land |l oan) for the purchase of the land. The |and |oan was
secured by a deed of trust covering the three parcels of |and.

On July 29, 1989, Pacific lent M. Assaad $2.64 mllion
under a construction |oan agreenent (the Pacific construction
| oan) for two of the units in the Atherton project, 3 and 15
| sabella. A deed of trust in favor of Pacific was recorded with
respect to the two parcels.* M. Assaad signed a prom ssory note
and executed a guaranty of conpletion and performance in favor of
Pacific for the construction |oan. The note provided for an
initial interest rate of 12.5 percent and a variable interest
rate on the basis of “an index which is THE PACI FI C BANK GUI DANCE

RATE’. A 12-nonth interest reserve of $228,000 was included in

SMr. Assaad was al so the sol e sharehol der of Gol den Sunset
Hones, Inc., which owned a residential care honme, Hopkins Mnor.

“The | oan was also collateralized with a deed of trust of
$1.5 million with respect to Hopkins Manor.
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the loan conmtnment. On May 15, 1990, the Pacific construction
| oan was increased to $2.96 mllion.

On March 7, 1991, Pacific lent petitioners an additional
$320, 000 (the $320,000 loan).% Also, on or about March 7, 1991,
Pacific lent M. Assaad $250, 000 (the $250, 000 | oan) secured by a
bank guaranty that M. Assaad’'s brother posted through Credit
Sui sse. A portion of this |oan was nade in renewal of a prior
| oan of $150,000. On January 21, 1992, petitioners executed a
prom ssory note to Pacific of $350,000 for a loan that Pacific
made to petitioners (the $350,000 | oan).

At sonme point in 1992, the house at 3 |Isabella was sold for
$1, 295,800, and the principal amount due on the Pacific
construction |oan was reduced to $1.95 nmillion. M. Assaad was
unable to sell the residence at 15 Isabella, and, in 1992,
Pacific sold the property through foreclosure. The trustee’s
deed states that the anmobunt of consideration was $1.47 mllion,
and the amobunt of unpaid debt was $2,052,385.23. There were no
bi dders at the foreclosure sale, and the property went to
Paci fi c.

On or about August 14, 1989, First National Bank of Daly

City (First National) lent M. Assaad $875,000 (First National

SPetitioners, as borrowers, Pacific, as |ender, and Gol den
Sunset Hones, Inc., as grantor, executed a commercial pledge
agreement with respect to the $320,000 | oan. Gol den Sunset
Hones, Inc., granted Pacific a security interest in a certain
note and deed of trust it held.
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loan). M. Assaad signed a deed of trust in favor of First
National, which secures 9 Isabella as collateral for the First
National loan.® On or about April 17, 1990, First National |ent
M. Assaad an additional $100,000 (additional First National
| oan). M. Assaad signed a deed of trust in favor of First
National, which secures 9 Isabella as collateral for this loan.’
At sonme point, California Federal Savings and Loan Associ ation
(California Federal) lent noney to petitioners to repay the | oans
fromFirst National, and for other purposes.® On Cctober 31,
1990, California Federal recorded a deed of trust and assi gnnent
of rents that petitioners executed in favor of California Federal
and against the real estate at 9 Isabella. A statenent from
California Federal to petitioners, dated March 9, 1992, states
that the total interest paid on a certain |oan no. 10743062 for
1991 was $113,812.35. At sone point in 1992, the house at 9
| sabel la was sold for $1, 250, 000.°

Petitioners filed joint Federal inconme tax returns for their

1992, 1996, and 1997 taxable years. They attached a Schedule C,

5The construction trust deed cites a note of $875, 000, which
contains a variable interest rate.

"The deed of trust cites a note of $100, 000, which contains
a variable interest rate.

8Petitioners received $120,802. 70 cash back on this
refinancing transaction.

°Petitioners were paid $131,514.95 of the proceeds fromthe
sale of 9 Isabella.
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Profit or Loss From Business (Sole Proprietorship), to their
joint return for 1992 reporting a | oss of $1,890,682 for M.
Assaad’'s real estate devel opnent business. Petitioners reported
gross receipts of $2,675,272, cost of goods sold of $2,226, 664,
and a gross profit of $448,608 for that business. Petitioners
cl ai med expenses of $2, 339, 290 (separate from and in addition
to, the cost of goods sold). Petitioners did not report
sufficient inconme on their 1992 Form 1040, U.S. Individual |ncone
Tax Return, fromwhich to deduct the entire loss. They carried
forward the loss to their 1993, 1994, 1995, 1996, and 1997
taxabl e years. On petitioners’ 1996 and 1997 Forns 1040, they
claimed net operating |oss (NOL) carryforward deductions which
reduced their taxable income to zero for those taxable years.

In conputing the gross receipts fromthe devel opnent
busi ness for 1992, petitioners did not report any of the proceeds
fromthe foreclosure sale of 15 Isabella on the 1992 return. The
gross receipts fromthat sale in 1992 were at |east $2, 052, 385.

For many years, Roy Hunt prepared petitioners’ tax returns,
and he was their accountant. At sone point, Anthony Lopez took
over M. Hunt’s practice, and he becane petitioners’ tax return
preparer and accountant about a year before M. Hunt’s death.

M. Lopez could not recall whether he prepared petitioners’ 1992
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tax return.® M. Lopez testified that whatever records relating
to petitioners that were in M. Hunt’'s office were left there
followng his death. He also testified that M. Assaad s records
were returned to himas far as he knew and that he does not
wi thhold records in his practice “Even if they don't pay you.”
M. Lopez al so represented petitioners in the audit of their 1992
tax return. He testified that he experienced difficulty
assenbling petitioners’ records for substantiation of expenses
and other costs, including interest, in part because of M.
Hunt’ s death and in part because of M. Assaad s |ack of
cooper at i on.

In 1993, petitioners purchased, and began to rent out,
property known as St. Rose Manor. Petitioners overstated
depreci ati on deductions with respect to St. Rose Manor by at
| east $148, 747 for 1993, $324,033 for 1994, $324,033 for 1995,
and $324,033 for 1996, a total of $1, 120,846 over the 4-year
period. Petitioners’ overstatenent of the depreciation
deductions in 1993, 1994, 1995, and 1996, when corrected, reduces

t he amount of the NOL carryforward avail able for 1996 and 1997.

M. Hunt continued to work with M. Lopez, and he handl ed
all the clients he previously serviced. M. Lopez testified that
he thought M. Hunt was handling petitioners’ returns when he
di ed, but he could not be certain. M. Lopez signed petitioners’
return for the 1992 taxable year; however, he was unsure whet her
he or M. Hunt prepared that return. M. Hunt and M. Lopez did
not prepare any of petitioners’ returns for years after the 1992
t axabl e year.
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Petitioners’ Federal inconme tax returns for 1996 and 1997
were filed on Qctober 20, 1997, and January 6, 2000,
respectively. M. Assaad could not offer any explanation as to
why the 1997 return was filed untinely. Respondent audited
petitioners’ 1996 return.' On July 16 or 17, 1998, respondent
mailed to petitioners an audit appointnent letter wwth respect to
their 1996 taxable year. The record does not reflect when
respondent commenced an exam nation regarding petitioners’ 1997
t axabl e year.

In conmputing the NCOL carryforward from 1992, respondent
determ ned that petitioners should have reported forecl osure
i ncome of $2,052,385 with respect to 15 Isabella in addition to
t he $448,608 gross profit that they reported on their 1992
return. He made no adjustments to the $2,226, 664 cost of goods
sold that petitioners reported. Respondent revised petitioners’
income fromthe real estate devel opnent business to $2, 500, 993.
He di sal |l oned $369, 023 of the expenses that petitioners clainmed
on their 1992 Schedule C, but he all owed $915, 002 of additi onal

expenses not originally shown on petitioners’ 1992 return.

1Respondent previously audited petitioners’ 1992, 1993,
1994, and 1995 tax returns. Respondent disallowed the NOL
carryforward deductions for 1993, 1994, and 1995. However,
petitioners petitioned the Tax Court. Respondent represents that
he “settled the Tax Court case for no deficiency on the basis
that sonme net operating |loss existed and to the extent it
existed, it was sufficient to elimnate all of the petitioners’
income and incone tax liability for those years.”
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Respondent conputed an NOL of $391, 243 for 1992, which he all owed
as carryback and carryforward deductions for petitioners’ 1989,
1990, 1991, 1993, 1994, 1995, and 1996 taxable years. After
accounting for the adjustnents to the NOL carryforward deductions
and the depreciation deduction for 1996, as well|l as other itens,
respondent determ ned deficiencies of $3,221 for 1996 and $94, 904
for 1997.

OPI NI ON

This case involves the question whether petitioners are

entitled to NOL carryforward deductions for 1996 and 1997 in
anounts greater than those which respondent allowed in the notice
of deficiency. To decide that issue, we nust determ ne whet her
petitioners have adequately substantiated their clainmed costs and
expenses in their construction project for purposes of conputing
the NOL for 1992.

A. Net Operating Loss Carryforward Deducti ons

Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving that he is entitled to any

deductions clained. Rule 142(a); INDOPCO, Inc. v. Comm ssioner,

503 U.S. 79, 84 (1992). 1In certain circunstances, if the

t axpayer introduces credi ble evidence wwth respect to any factual
issue relevant to ascertaining his tax liability, the
Comm ssi oner shall have the burden of proof with respect to that

i ssue. Sec. 7491(a)(1l). Section 7491 was added to the Code by
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the I nternal Revenue Service Restructuring and Reform Act of 1998
(RRA 1998), Pub. L. 105-206, sec. 3001, 112 Stat. 726, and is
applicable in the case of court proceedings arising only in
connection wth exam nati ons commencing after July 22, 1998, RRA
1998 sec. 3001(c), 112 Stat. 727. 1In the instant case,

respondent sel ected petitioners’ 1996 return for audit and mail ed
to petitioners notice of that audit on July 16 or 17, 1998,
before the effective date of section 7491. Absent any contrary
evi dence, we treat that date as the date the exam nation of
petitioners’ 1996 taxable year commenced. See Jonbo v.

Commi ssioner, T.C Menp. 2002-273; see also H Conf. Rept. 105-

599, at 242 (1998), 1998-3 C.B. 747, 996. There is nothing in
the record which establishes that the “exam nation” of
petitioners’ 1997 taxable year commenced after July 22, 1998.
Petitioners did not present any argunent on brief regardi ng when
an “exam nation” commenced with respect to that year. W hold
that section 7491 is not applicable with respect to petitioners’

1997 tax liability. See Castro v. Conm ssioner, T.C Meno. 2001-

115; Nitschke v. Comm ssioner, T.C. Menp. 2000-230.

Even if the exam nation of petitioners’ 1996 and 1997
taxabl e years started after the effective date of section 7491,
t he burden of proof would not have shifted to respondent.
Section 7491(a)(1l) applies with respect to an issue only if “the

t axpayer has conplied with the requirenents under this title to
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substantiate any itenf and “the taxpayer has maintained al
records required under this title and has cooperated with
reasonabl e requests by the Secretary for w tnesses, information,
docunents, neetings, and interviews”. Sec. 7491(a)(2)(A) and
(B). For reasons discussed in nore detail below, petitioners
failed to conply with the applicable substantiation requirenents,
and they have failed to maintain all required records with
respect to their expenses in the Atherton project.

Taxpayers are required to keep such permanent records as are
sufficient to substantiate the anount and the purpose of any

deductions. Sec. 6001; Hi gbee v. Conmi ssioner, 116 T.C. 438, 440

(2001); Hradesky v. Conmm ssioner, 65 T.C. 87, 90 (1975), affd.

per curiam 540 F.2d 821 (5th Cr. 1976); sec. 1.6001-1(a), I|ncone
Tax Regs. Petitioners have failed to substantiate the vast
majority of the expenses that they rely upon to conpute the 1992
NCL.

1. Land Purchase and Rel at ed Expenses

Petitioners claimthat they paid a total of $2,017,397.50 to
purchase the | and used for the Atherton project, consisting of

the fol |l ow ng:

[tem Anmount
Land | oan $1, 460, 000. 00
Deposit from Assaad savi ngs 422,397.50
Deposit paid outside escrow 200, 000. 00
Advance by Trudell & Coghan (200, 000. 00)
Credit for anount paid before escrow 141, 125. 08

Interest portion of this Credit (6, 125. 08)
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) p $$|t|oners do not explain howthey arrived at this
figure; however, the buyer’s closing statenment for the

At herton properties shows interest of $10,722.60. The
credit is $130,402.48 apart fromthe interest.

Petitioners have substantiated to our satisfaction that they
borrowed $1.46 mllion fromPacific to purchase the 3 parcels of
| and. However, petitioners have not established that they paid
$2,017,397.50, as they claimon brief.

When counsel for M. Assaad asked himat trial whether he
put any noney into the project other than the | oan anounts, M.
Assaad testified that “We put our noney in there” but that he
could not “renenber exactly”. There is also evidence that other
parties may have invested in the Atherton project. |ndeed, at
trial, M. Assaad testified that the Atherton project’s general
contractor, Rick Trudell, and a friend of M. Assaad’s, Hayden
Coghan, each contributed $200,000 into the Atherton project.?
M. Assaad testified:

Q And then the $200, 000 for deposit retained, paid
out si de.

A We borrowed that from R ck Trudel|.
Q Ckay.

A Okay. Because he wanted to be like a partner in
t he project.

Q Did you pay it or did he pay it?

2\, Assaad coul d not renenber whether M. Trudell also got
a $200,000 line of credit to be put towards the Atherton
properties.
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A He give it tonme and | pay it, | think. And then
maybe | pay $100, 000 from M. Hayden, Coghan. That’s

the right name. And then $100,000 from Rick. And we
kept that $200,000 to pay the City and the architect.

* *

* * * * * * *

A * * * M. Hayden and Rick Trudell and ne, |

believe that will nake sone arrangenent, | build that

noney, the $422,000 from ny own bank account. The

deposit that we pay out of escrow | believe, it be

bet ween Ri ck Trudell $100, 000, he give $200,000. W

kept anot her $100, 000, and anot her $200, 000 get from

M . Coghan Hayden, who live in Half Mon Bay. And then

we conpl ete the deal

In order to get the bank after that to | ook, and
construction | oan, and that was our agreenent at that

tinme.

M. Assaad |ater testified to an oral agreement with M. Trudel
and M. Coghan with respect to these anbunts. He testified that
he planned to “give everyone his noney plus 100 percent” when the
properties were sold. He also testified that M. Trudell was
“Not exactly” a partner with himwith respect to the Atherton
project, because there was no witten agreenent or contract.
Gven M. Assaad’'s testinony, there is evidence that M. Trudel
and M. Coghan contributed at |east $400,000 to the Atherton

proj ect .

Petitioners contend that those contributions were | oans.
However, M. Assaad testified that M. Coghan did not receive any
of his noney back, and M. Trudell received only $100, 000, but
“he said that he doesn’t want anynore.” To the extent the

anmounts from M. Trudell and M. Coghan were | oans and were
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forgiven, those anobunts represent inconme that reduces dollar for
dol I ar any anount used in conputing the NOL. Thus, whether the
anmounts that M. Trudell and M. Coghan contributed were | oans
that were forgiven,!® or anounts those parties invested in the
project, petitioners have not established that they paid those
amounts into the project.* As such, petitioners have
substanti ated $1, 812, 799.98' as anpunts that they paid into the
| and purchase.

2. Costs in Selling 3 and 9 Isabella

Petitioners substantiated to our satisfaction that they
incurred $60,634.76 in closing and settlement costs with respect
to the sale of 3 Isabella. The record also reflects that

$100, 000 was paid to M. Trudell to release his lien with respect

13\W¢ have given M. Assaad credit for the $100, 000 t hat was
paid to M. Trudell. See infra.

4One of respondent’s prinmary contentions on brief is that
M. Assaad and M. Trudell, and perhaps M. Coughan, were engaged
in a partnership and that petitioners have not shown that the
costs and |l osses resulting fromthe Atherton houses bel onged to
them as opposed to other partners. Although there is sone
evidence in the record which m ght suggest a partnership between
M. Assaad and M. Trudell, the evidence is not sufficient for us
to conclude that there was a partnership. Further, there is no
basis in the record for allocating the costs and | osses to the
other alleged partners and for meking adjustnents, if any, to the
anounts realized fromthe sale and foreclosure of the Atherton
properties.

3This amount is equal to the $1.46 million | and | oan plus
t he $422,397.50 deposit or earnest noney, plus the $130, 402. 48
credit for the anpbunt paid before escrow plus the $200, 000
deposit retained, and m nus the $400, 000 received from M.
Trudell and M. Coghan.



- 16 -
to 3 Isabella and, as M. Assaad clains, to repay a portion of
M. Trudell’s prior loan or contribution. Petitioners have also
substantiated that they paid $26,657.58 with respect to the sale
of 9 Isabella.® Petitioners substantiated the follow ng
m scel | aneous sales costs for 3 Isabella: (1) A hone warranty
expense of $275, and (2) prorated taxes of $674. 36.

Petitioners did not substantiate the renai ni ng anounts that
they claimas m scell aneous sales costs for 3 Isabella. Those
anounts represent a “credit to buyer” of $1,445 for a fence and a
“credit to buyer” of $565 for downspouts as part of the sale of 3
| sabella. Petitioners did not establish that those expenses were
actually incurred to the extent clained. Petitioners, |ikew se,
did not substantiate the $63, 000 they claimas expenses for
“Fence, chandeliers, etc.” Petitioners rely on a handwitten
docunent that a representative of Pacific prepared as evi dence of
t hese expenses. That docunent fails to properly substantiate the
anounts petitioners claim There is no evidence that petitioners
actually incurred those expenses in the anount cl ai ned.

3. For ecl osure Expenses (15 |sabella)

Petitioners claimthat they incurred $102, 385. 23 as

forecl osure expenses. Petitioners rely on two docunents to

1\W¢ note that $11,482.95 of this anpbunt represents interest
fromMar. 1 to Apr. 7, 1992. Pursuant to our discussion, which
follows, this anmpount woul d have to be reduced to account for the
portion of the loan from California Federal which petitioners
have failed to establish as deductibl e expenses.
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substantiate this alleged expense. The first docunent dated
January 24, 1992, shows an unpaid principal balance on the
Pacific loan of $1.95 mllion. The second docunent dated
Decenber 2, 1992, shows the anount of unpaid debt as
$2,052,385.23. Petitioners surmse that the difference in the
two anmounts nust constitute forecl osure expenses. W disagree.
Petitioners have not established to our satisfaction that the
di fference represents expenses which offset the anount realized
on the foreclosure of 15 Isabell a.

4. Construction Expenses

The vast majority of the expenses which petitioners claim
wWith respect to the 1992 NOL relate to the costs of construction
in the Atherton project. Petitioners have failed to produce any
records which directly substantiate any of those construction
expenses. Instead of producing direct evidence of those
expenses, petitioners rely on indirect evidence. They seek to
use the anounts of the various construction and other |oans as a
proxy for estimating the amount of the construction expenses.

| f the taxpayer fails to keep adequate records but the Court
i's convinced that deductible expenditures were incurred, the
Court should nmake as cl ose an approximation as it can, bearing
heavily if it chooses upon the taxpayer whose inexactitude is of

hi s own making. Cohan v. Conm ssioner, 39 F.2d 540, 544 (2d G

1930); Shea v. Commi ssioner, 112 T.C. 183, 187 (1999); see al so
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Sandoval v. Conm ssioner, T.C Meno. 2000-189 (we may estimate

basis). However, there nust exist sonme reasonable evidentiary

basi s upon which to make such an estimate. Vanicek v.

Comm ssioner, 85 T.C. 731, 742-743 (1985); Edwards v.

Conmi ssioner, T.C. Meno. 2002-169. 1%

Except with respect to the interest reserves which were set
up with respect to those |oans, petitioners claimthat the entire
anounts of the | oans represent expenses that are deductible or
which add to their basis in the Atherton project. Petitioners
contend that their position is based on the common sense that
“construction | oans are not distributed until and unless the
bui | der proves that the applicable work has been done”.

As a general matter, we mght agree that the Atherton
project gave rise to deductible expenses or expenses that
i ncreased basis. The testinony of Richard X Waters, vice
presi dent of Pacific, Allan Butler, Pacific s jobsite inspector,

and Ji mry Dean Bl ack, an enployee of First National, indicates

YUnder sec. 274, certain business expenses are subject to
nore stringent substantiation rules. Those business expenses
i nclude traveling expenses, entertai nnment expenses, neal
expenses, and expenses with respect to certain |isted property
such as passenger autonobiles. Secs. 274(d), 280F(d)(4). The
rul es under sec. 274 supersede our discretion to estimte
expenses under the doctrine of Cohan v. Conmm ssioner, 39 F.2d 540
(2d Gr. 1930). Sanford v. Conm ssioner, 50 T.C 823, 827-828
(1968), affd. 412 F.2d 201 (2d Cr. 1969). W cannot discern
fromthe record, and petitioners have not shown, what anmounts of
the various loans, if any, represent the type of expenses covered
by the rules of sec. 274.
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that a significant portion of the Pacific construction |oan and
the First National |oans went into the Atherton project.
However, we cannot agree with the assunption inherent in
petitioners’ indirect nethod of reconstructing those expenses,
that the entire anounts of the construction | oans represent
deducti bl e expenses. Thus, we cannot agree that petitioners’
reliance on the construction |oans provides a rational basis for
estimating the anobunt of those expenses.

There is evidence that M. Assaad received sone of the |oan
proceeds as direct disbursenents. |Indeed, M. Assaad testified:
The construction guy, Trudell, do the conmputer run and

then every nonth we do devel opnment, and we go to the

two bank and we said: W devel op $150, 000 here,

$100, 000 debt .

They pay us. W pay all the subcontractor. W

pay all the labor. W have 49 peopl e working on those

t hree houses, every day, six days a week.

Q Did you ever wite checks?

A O course we have wite checks, yes.
Petitioners did not produce any checks or any other conparable
evi dence showi ng the anount of the | oan proceeds that was paid
into the project. Further, M. Assaad received cash back on at
| east one of the loan transactions involved in this case: He
recei ved $120, 802. 70 cash on California Federal’s refinancing of
the First National Bank |oans. Although petitioners do not rely

on that anount to estinmate their construction expenses, the fact

that M. Assaad received cash directly on that | oan suggests that
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t here may have been additional anounts advanced to M. Assaad,
whi ch we cannot state with certainty were applied to the Atherton
proj ect as deducti bl e expenses.

W m ght agree that, in certain circunstances, construction
| oans m ght provide a basis for estimting deducti bl e expenses or
basis. However, petitioners have not established to our
satisfaction that all the loans that they rely upon herein were
construction loans. M. Assaad’ s general testinony and his
specific testinony with respect to the First National |oans did
not assist petitioners in substantiating their construction
expenses or otherw se convince us that the various | oans provide
a rational evidentiary basis for estimating their expenses.

I ndeed, with respect to the additional First National |oan of
$100, 000, M. Assaad testified that he could not renmenber what
this additional |oan was for or “anything”.

Further, petitioners have not established that the usual
formalities for advancing funds on construction | oans were
followed Wwth respect to each of the |loans that petitioners rely
upon. Wth respect to the loans from First National, M. Black
testified generally regarding the formalities followed wth
respect to construction | oans. However, he could not recall the
specifics of the loans to M. Assaad or M. Assaad s actual
association wth those | oans. The record does not reflect, and

petitioners did not introduce any evidence, regarding any
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i nspection and advance process with respect to the First National
loans. M. Black’s testinony and the evidence of record do not
preclude the possibility that sonme portions of the loans to M.
Assaad were set up as an interest reserve. In a case |like that,
all ow ng interest deductions on the basis of other evidence in
the record mght result in a double-counting of those expenses.

Petitioners rely on several | oans which are not construction
| oans. Those loans are fully secured with property other than
the Atherton real estate. After exam ning the evidence of record
with respect to those | oans, we are not convinced that they
provide a rational basis for estimating the expenses they
purportedly represent under petitioners’ nmethod of
reconstruction. Further, we are not convinced that those anmounts
were used in their entirety to pay constructi on expenses in the
Atherton project. Indeed, it appears plausible, and with respect
to sone of the loans it is clear, that the | oan proceeds may have
been used to pay interest on the Pacific construction loan. In
that case, and since petitioners claimto have paid interest with
funds other than those | oan proceeds, there could result in a
doubl e-counting of interest expenses.

Pacific prepared a docunent entitled “Loan Credit
Mermor anduni whi ch indicates that the $320, 000 | oan was ear mar ked
inits entirety for paynent of $160, 000 of past due interest on,

and an additional $160,000 interest reserve for, the Pacific
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construction loan. Petitioners claimthe entire anmount of this
| oan as expenses in conputing the NOL for 1992. However, in
their opening brief, they claimthat interest expense was paid on
the Pacific construction |l oans in excess of the interest reserves
set up therein and according to Federal “G rates. Again
petitioners’ method of reconstruction fails to preclude the
possibility of a double-counting of expenses. Further, this |oan
was secured by a pledge of a note and a deed of trust from CGol den
Sunset Homes, Inc., petitioners’ wholly owned corporation. There
is evidence in the record that the interest obligations to Gol den
Sunset on the note were assigned to the bank, and those interest
paynments may have been credited against petitioners’ obligations
on the Pacific loan. Petitioners did not report the pledge of
the note, the deed of trust, or any interest paynents as
corporate distributions or dividends. |In any event, there is no
evidence in the record show ng whether this | oan was repaid.

Wth respect to the $250,000 [ oan, a portion of that |oan
represents the renewal of an existing | oan of $150,000. There is
nothing in the record showing that the prior |loan was paid into
the Atherton project. Docunents from Pacific indicate that
$90, 000 of the $250, 000 | oan was earnmarked for the paynent of
out standing material and subcontractor bills. However, those
docunents are insufficient substantiation of those expenses.

Petitioners have failed to provide a reasonabl e basis for
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concl udi ng that any amount of the $250,000 | oan was paid into the
Atherton project. Any interest reserve in that |oan has |ikew se
not been shown to be deducti bl e.

Wth respect to the $350,000 | oan, petitioners on brief
i ndi cate that $212,000 of this |oan was used to pay off the
remai ni ng anount of the $250,000 | oan. For the reasons nentioned
above, that portion of the |oan would not be deductible. Wth
respect to the remaining portion of that |oan, $138,000, there is
no docunentary evi dence show ng that anmount represents deductible
expenses paid into the Atherton project. Petitioners rely on a
letter fromM. Assaad to M. Waters and a handwitten note from
anot her representative of Pacific. However, those itens indicate
only that the remaining anount of the $250, 000 | oan was i ncreased
to $350,000. They do not take the further step of substantiating
the increase as deducti bl e expenses.

We are m ndful that there nust be sufficient evidence
contained in the record to provide a basis for us to nake an
estimate and to conclude that a deducti bl e expense was incurred

in at | east the anbunt to be all owed. Pratt v. Commi ssi oner,

T.C. Meno. 2002-279. W are not required to guess with respect

to the anobunt of deducti bl e expenses. Norgaard v. Conm Ssioner,

939 F.2d 874, 879 (9th Cr. 1991), affg. in part and revg. in

part T.C. Meno. 1989-390; WIllianms v. United States, 245 F.2d

559, 560 (5th Cr. 1957). 1In the instant case, we bear heavily
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agai nst petitioners as we nust.!® Petitioners have not shown a
reasonabl e basis for concluding that any anount of the $320, 000
| oan, the $250, 000 | oan, and the $350, 000 | oan represents
deducti bl e expenses. Wth respect to the Pacific construction
| oan and the First National |oans, we are not convinced that the
full amounts of those | oans were paid into the project and are
deductible. Gven the circunstances of this case and the
i nexactitude apparent frompetitioners’ evidence, we have no
reasonabl e evidentiary basis to make an approximation as to the
anmount of the deducti bl e expenses which were paid fromthose
| oans. We cannot, as petitioners would have us do, conclude that
the entire anmounts of the construction |oans were paid into the
Atherton project. W could choose a raw percentage, perhaps as
hi gh as 80 or 90 percent, and apply that percentage to the total
anmount of the |oans. However, our choice of a percentage would
be nere guesswork with no reasonabl e evidentiary basis.

5. | nt er est Expense

The parties stipulated that “During respondent’s audit of

the 1992-generated net operating |oss carryover deduction clai nmed

8petitioners’ situation in this case is a result of their
own inexactitude and failure to maintain records of their
expenses. Further, we find petitioners’ efforts before trial to
| ocate any records that mght be in the hands of third parties
especially lax. WMreover, M. Assaad’'s testinony at trial was
confusing, and he repeatedly could not renenber seem ngly
inportant facts. His testinony did not help to substantiate his
expenses, and he did not provide any rational basis fromwhich to
estimate those expenses.
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on petitioners’ 1996 and 1997 Forns 1040, petitioners
substantiated only $519,135 in nortgage interest paid in
connection wth the devel opnent of the Atherton properties.”
Petitioners claim however, that they incurred interest expenses
in excess of that amount. Petitioners account for the interest
reserves which were set up as part of the construction and ot her
| oans. However, they suggest that those interest reserves
covered only a portion of their interest expenses. Petitioners
contend that they paid interest at rates equal to the Federal
gui dance rates or “G rates.! They use those rates to estimte
the interest that they purportedly paid on the |oans.?

Even if we were to assune that the “Pacific Bank CGui dance
Rate” is the sane as the “G’ rate, we cannot take the next step
and assune that petitioners paid interest at those rates. There
is no direct evidence that petitioners paid any interest in
excess of those amounts which Pacific collected frominterest

reserves in the | oans.

0On Feb. 25, 2002, petitioners filed a request for judicial
noti ce of the Federal guidance rates (“G rates) applicable to
the period Dec. 1, 1988, through Jan. 23, 1992, as published by
the Federal Reserve Board. W take judicial notice of the “G
rates as published.

20The Pacific |oan docunents cite a variable interest rate
determ ned under “The Pacific Bank Gui dance Rate”. Petitioners
assunme that this guidance rate provides for the sanme interest
rates for the relevant period as the “G rates. On the record
before us, petitioners have not established that this guidance
rate is the sane as the “G rates for the applicable period.
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We al so point out that petitioners’ nethod of estimating
their expenses fails to establish the precise anount of the
interest reserves set up in the various |oans upon which they
rely. Gven this failure and the possibility apparent fromthe
testinmony at trial that additional interest reserves, apart from
t hose established in the record, m ght have been set up, adopting
petitioners’ method might result in a doubl e-counting of
deducti bl e expenses.?t This provides us all the nore reason for
rejecting petitioners’ nethod of estimating their construction
and interest expenses.

Rel atedly, petitioners also claimadditional interest
expense on the land loan fromPacific for the period Decenber 1,
1988, to July 28, 1989, estimted on the basis of the “G rates

for that period. First, as above, we are not inclined to accept

2lAs we di scussed above, petitioners attenpt to estimte
their construction expenses by referencing the anounts of the
construction and other |oans. They argue that the entire anount
of those | oans represents constructi on expenses that are
deductible or increase their basis in the project. Wth respect
to their clains of additional interest expenses, they rely on the
Federal “G rates to estimate the interest that accrued on, and
was paid with respect to, the construction and ot her | oans.
However, there is evidence and testinony that interest reserves,
ot her than those reserves which petitioners account for on brief,
m ght have been set up in the various loans. Allow ng the
construction | oans as an estimate of the construction expenses,
as petitioners argue, and allow ng these additional interest
expenses would result in a double deduction, if in fact
additional interest reserves were set up and these supposed
additional interest expenses were paid fromthose reserves.
Petitioners have failed to preclude this possibility in the
reconstruction of their construction and interest expenses.
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the “G rates as an estimate of the interest paid on the |oan
Second, although there is no direct evidence of an interest
reserve’s having been established with respect to the |and | oan,
M. Waters testified that $1.4 mllion was paid into the | and and
t hat $60, 000 coul d have been used for fees or may have been used
as an interest reserve. Petitioners again have not precluded the
possibility of a double-counting of their clainmed additional

I nt erest expense.

Petitioners also claimthat they paid $113,812 in interest
to California Federal in 1991 with respect to the refinancing of
the First National Bank loan. Petitioners rely on a statenent
fromCalifornia Federal which states that the total interest paid
in 1991 was $113,812.35. Although this interest appears to have
been paid on the California Federal refinancing of the original
First National loans to M. Assaad, it is also clear that the
interest was paid on the entire amount of the California Federal
loan of $1.1 million. However, petitioners received cash back in
that |l oan transaction in the anmount of $120,802.70, which anount
they did not establish was paid into the Atherton project.
Petitioners do not rely upon that anount on brief in conputing
their NOL for 1992. Any interest deduction would have to be
reduced to account for this anount, because this anmount could
have concei vably been used for personal expenses. Further, per

our di scussion above, petitioners did not establish that the
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entire amount of the loans fromFirst National was paid into the
At herton project. Thus, petitioners did not provide any
reasonabl e evidentiary basis for estinmating the deductible
expenses that were paid with proceeds of those | oans. For
simlar reasons, petitioners did not establish what anmounts of
the interest paynents were nmade on account of expenditures for
the Atherton project.??

6. Oher Expenses (“Soft Costs”)

Petitioners claimthat they incurred certain “soft costs”?
in constructing the Atherton houses and that those soft costs
were not a part of the loans from Pacific, First National, or

California Federal. They contend that those | oans covered only

22Rel atedly, in petitioners’ reply brief, they point to a
$120, 012 excess passive investnment carried over from1991. On a
Schedul e E, Supplenental Incone and Loss (Fromrents,
partnerships, estates, trusts, REMCs, etc.), attached to their
1991 return, petitioners reported expenses froma rental property
| ocated at Atherton. Those expenses consist of $469 insurance,
$113,812 nortgage interest paid to banks, $1,200 taxes, $4, 231
utilities, and $300 gardening. Petitioners claimthat $6,200
($120,012 minus $113,812 interest expense) of this amunt is
al lowabl e in conmputing their NOL for 1992. W disagree.
Petitioners provided no substantiation for those purported
expenses other than their return. Further, it is conceivable
t hat those expenses were paid fromthe construction | oan proceeds
and not from petitioners’ own resources.

M. Butler testified that banks nornmally refer to “hard
costs” and “soft costs”. Soft costs include |egal fees, owner’s
i nsurance, utilities, and other costs not related to the
construction of the job. Hard costs include architect fees,
permt fees, managenent fees, and job insurance. Costs relating
to busi ness vehicles would normally be soft costs, unless they
were related to the construction job.
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“hard costs” and that M. Assaad paid the soft costs fromhis own
funds. Petitioners claimthat respondent all owed those expenses,
which were clained in their 1992 return, in his exam nation of
the 1996 and 1997 returns.

The only itemin the record regardi ng these expenses is the
Schedul e C attached to the 1992 return that petitioners fil ed.
The fact that a return is signed under penalty of perjury is not
sufficient to substantiate deductions clainmed on it. WIKkinson

v. Comm ssioner, 71 T.C. 633, 639 (1979). Petitioners provided

no direct or indirect evidence to substantiate their so-called
“soft costs” of construction. W have no rational basis for
estimating those expenses, verifying whether they were in fact
incurred, or determining their deductibility. Further,
petitioners have not adduced sufficient proof to show that those
costs were not paid with the proceeds of the construction | oans.
Petitioners claim but point to no evidence of record to
establish, that respondent allowed the expenses as part of his
exam nation of the 1996 and 1997 returns.

7. Concl usi on

Because petitioners have failed to substantiate properly, or
ot herw se present a reasonable evidentiary basis for estimating,
t he expenses that were paid into the Atherton project in anmounts
greater than the amounts that respondent allowed in the notice of

deficiency, we sustain respondent’s conputation of the NOL for
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1992. Petitioners are not entitled to NOL carryforward
deductions in 1996 and 1997, except to the extent determned in
the notice of deficiency.

B. Addition to Tax and Penal ti es?*

Respondent determ ned an addition to tax under section
6651(a)(1) for petitioners’ failure to file tinely their 1997
return. Section 6651(a)(1l) inposes an addition to tax in the
case of a failure to file a return on or before the specified
filing date.? The taxpayer bears the burden of proving that the

failure to file the required return did not result fromwl|ful

24Under sec. 7491(c), the Conm ssioner has the burden of
production in any court proceeding with respect to the liability
of any individual for any addition to tax or penalty. However,
this provision applies only to those court proceedi ngs which
arise in connection with exam nations conmencing after July 22,
1998. RRA 1998 sec. 3001(c), 112 Stat. 727. The exam nation for
petitioners’ 1996 taxable year commenced before July 22, 1998.
Thus, sec. 7491(c) is not applicable to that taxable year. Wth
respect to petitioners’ 1997 taxable year, there is no evidence
of record establishing when the exam nati on conmenced for that
taxabl e year, and petitioners make no argunment on this issue with
respect to their 1997 taxable year. W hold that sec. 7491(c)
does not apply. Even if the exam nation of petitioners’ 1996 and
1997 taxabl e years commenced after the effective date of sec.
7491(c), respondent has presented sufficient evidence to show
that inposition of the addition to tax and penalties is
appropriate. See Hi gbee v. Conmm ssioner, 116 T.C. 438, 446
(2001).

#The addition to tax is equal to 5 percent of the anount of
the tax required to be shown on the return if the failure to file
is not for nore than 1 nonth. An additional 5 percent is inposed
for each nmonth or fraction thereof in which the failure to file
continues, to a maxi mum of 25 percent of the tax. The addition
to tax is inposed on the net anmount due. Sec. 6651(a)(1l) and
(b); Pratt v. Conm ssioner, T.C Menop. 2002-279.
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negl ect and that the failure was due to reasonabl e cause. Hi gbee

V. Conm ssioner, 116 T.C. at 447.

Petitioners did not file their 1997 Federal incone tax
return until January 6, 2000, approxinmately 1 year and 9 nonths
after the due date for that return. Petitioners did not
i ntroduce any evi dence showi ng a reasonabl e cause for their
failure to file tinmely their return. At trial, respondent’s
counsel asked M. Assaad the reason for the untinely filing of
the 1997 return. M. Assaad could not offer any explanation as
to why the 1997 return was filed untinely, but testified: *“I
don’t know the reason, to be honest. The accountant always deal
with my wife, because we changing M. Lopez to soneone else. So
| amnot sure.” Ms. Assaad did not testify at trial, and, since
she is a party to this proceeding, any failure on her part, and
consequently any reliance by M. Assaad on his wife, does not
provi de reasonabl e cause with respect to the section 6651(a)(1)
addition to tax. Further, reliance on an accountant or tax
return preparer to file tinely a Federal inconme tax return
general ly does not establish reasonabl e cause or preclude w il ful

neglect. See Schirle v. Comm ssioner, T.C Menp. 1997-552.

Taxpayers have a personal and nondel egabl e duty to file a tinely
return, and reliance on an accountant to file a return does not

provi de reasonabl e cause for an untinely filing. United States

v. Boyle, 469 U S. 241, 249 (1985) (and cases cited thereat).
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Petitioners did not introduce evidence to show that the untinely
filing was attributable to any reasonable reliance on their
accountant(s). W sustain the section 6651(a)(1) addition to tax
whi ch respondent detern ned. %¢

Respondent determ ned accuracy-rel ated penal ti es under
section 6662(a) for petitioners’ 1996 and 1997 taxable years.
Under section 6662(a), an accuracy-related penalty of 20 percent
is inposed on any portion of an underpaynent of tax that is
attributable to negligence or to any substantial understatenent
of income tax. For the 1996 taxable year, respondent determ ned
that petitioners are liable for an accuracy-rel ated penalty
attributable to negligence or disregard of rules or regul ations.
For the 1997 taxable year, respondent determ ned that petitioners
are liable for an accuracy-related penalty attributable to a
substantial understatenent of tax or, in the alternative, due to
negli gence or disregard of the rules or regul ations.

Negligence is defined as a |lack of due care or failure to do
what a reasonabl e and prudent person would do under I|ike

circunstances. Sec. 6662(c). In the instant case, petitioners’

2petitioners’ only argunent on brief is that “Petitioners
woul d clearly have owed no tax but for the |loss of their records.
It is debatable whether having no tax liability was justification
for the petitioners in filing their 1997 return”. Even if a
reasonabl e belief that no taxes were owi ng and consequently a
belief that no tax return need be filed m ght establish
reasonabl e cause, petitioners did not introduce testinony or
evidence as to this issue.
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made an erroneous conputation of their 1992 NOL and their
resulting carryforward deductions. They failed to report

$2, 052, 385. 23 of foreclosure inconme that they realized fromthe
sale of 15 Isabella in 1992. They failed to substantiate
properly their expenses in the Atherton project, and they failed
to mai ntain adequate records for purposes of determning their
correct tax liability for 1992, 1996, and 1997. See H gbee v.

Conmmi ssi oner, supra at 449; Joseph v. Conmi ssioner, T.C Meno.

2003-19 (failure to substantiate itens properly is evidence of

negl i gence); Bishop v. Comm ssioner, T.C. Menop. 2001-82; sec.

1.6662-3(b) (1), Income Tax Regs. They overstated their
depreci ati on deductions by at |east $148,747 for 1993, $324, 033
for 1994, $324,033 for 1995, and $324,033 for 1996. These
overstatenments reduce the anount of the NOL available for a
carryforward to the 1996 and 1997 taxable years and al so result
in an additional adjustnent of $324,033 for the 1996 taxable
year. We find that the understatenents for 1996 and 1997 are
attributable to petitioners’ negligence in failing to ascertain
their correct inconme tax liability, in failing to maintain
required records, and in failing to substantiate their
construction expenses.

The accuracy-rel ated penalty is not inposed if the taxpayer
shows there was a reasonabl e cause for the underpaynent and t hat

he acted in good faith with respect to the underpaynent. Sec.
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6664(c)(1). This determnation is made considering all rel evant
facts and circunstances. Relevant factors include the taxpayer’s
efforts to assess his proper tax liability, including his
reasonabl e and good faith reliance on the advice of a
prof essional. An honest m sunderstanding of fact or law that is
reasonable in light of the experience, know edge, and educati on
of the taxpayer may indicate reasonabl e cause and good faith.

Hi gbee v. Conm ssioner, supra at 448-449. The taxpayer bears the

burden of proof regarding this exception. 1d. at 447.

On brief, petitioners do not point to any specific
ci rcunst ances which mght trigger the reasonabl e cause exception.
However, they do suggest that their failure to maintain adequate
records and to substantiate properly their expenses is
attributable to the alleged fact that “petitioners’ records
di sappeared while in the possession of his now deceased
accountant and that his subsequent accountant nmade an inadequate
effort to replace them” Good faith reliance on a tax return
preparer or accountant to nmaintain required records, and a
failure by that representative to do so, nay establish the
taxpayer’s entitlenment to relief under section 6664(c)(1l). See

Xuncax v. Commi ssioner, T.C. Mnp. 2001-226. However, such a

| oss or destruction of required records al one does not establish
that the taxpayer’s deductions and cl ai ned expenses were founded

on reasonabl e cause and good faith when nade. See id.
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Petitioners did not establish that the underpaynents on
their 1996 and 1997 returns were attributable to the death of M.

Hunt, to any loss or destruction of the records of their
expenses, or to any failure to replace records by M. Lopez.
Al though M. Lopez testified that the failure in substantiating
the expenses in the audit of the 1992 return was due in part to
M. Hunt’s death, he also testified that this failure was al so
due to M. Assaad’ s |ack of cooperation. M. Lopez testified
that, as far as he knew, petitioners got the records back. Al so,
the testinmony of M. Waters and M. Assaad suggests that records
of the various expenses in the Atherton project do exist and that
M. Assaad nmade no genuine attenpt to obtain those records and to
present those records into evidence. M. Waters testified that
Pacific kept records of the expenses in the Atherton project and
that M. Assaad had, or obtained, those records when he sued the
bank and M. Waters personally in a lawsuit related to the
At herton project. Further, M. Assaad testified that M. Trudel
was in possession of the construction expense records, including
conputer records, for the Atherton project. He further testified
that he did not contact M. Trudell until 1 week before trial
“Because there wasn’t any need for ne to contact him | just
forgot about the whole thing.”

Petitioners’ underpaynent of taxes for 1996 and 1997 was

also attributable to their substantial overstatement of their
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depreciable basis in St. Rose Manor. Neither M. Hunt nor M.
Lopez prepared petitioners’ returns after 1992, and petitioners
of fered no explanation for this overstatenent. Petitioners did
not establish that the underpaynent of taxes was due to errors by
their representatives and not due to errors on their part.
Petitioners did not denonstrate that they supplied accurate
information to their representatives for purposes of preparing

the relevant returns. See Xuncax v. Conmi SSsioner, supra.

Petitioners have not shown that they are entitled to relief under
section 6664(c)(1). W sustain the accuracy-related penalties as

det er m ned.

Deci sion will be

entered for respondent.




