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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determi ned a deficiency in
petitioners' Federal incone tax (tax) and an accuracy-rel ated
penal ty under section 6662(a)! for taxable year 1994 in the
amounts of $15, 404 and $3, 081, respectively.

The issues remaining for decision are:

1 Al section references are to the Internal Revenue Code
(Code) in effect for the year at issue. Al Rule references are
to the Tax Court Rules of Practice and Procedure.



(1) Are petitioners liable for 1994 for self-enpl oynent
tax? W hold that they are not.

(2) Are petitioners entitled for 1994 to the deductions
that they are claimng? W hold that they are not.

(3) Are petitioners liable for 1994 for the accuracy-
related penalty under section 6662(a)? W hold that they are to
the extent stated herein.

FI NDI NGS OF FACT

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

Petitioners resided in Murrieta, California, at the tinme the
petition was fil ed.

At various tines during the last four nonths of 1993 and the
first six nonths of 1994, petitioner WlliamBarry Blythe (M.
Blythe) acquired title to ten parcels of residential real prop-
erty (parcels), each of which was subject to an outstandi ng
nortgage |loan at the tinme he acquired title. He acquired such
title without having paid any cash or having assunmed any such
loan. Wth respect to six of the ten parcels, M. Blythe ac-
quired title wthin one-to-several nonths after a notice of
default had been recorded on each such parcel by the hol der of
t he outstanding nortgage | oan thereon (lender). Wth respect to
the remai ning four parcels, the | ender recorded a notice of
default on each such parcel within two-to-several nonths after
M. Blythe acquired title to each parcel.

M. Blythe held title (1) to three of the ten parcels until

the |l enders foreclosed on themduring 1994 and (2) to the remain-
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ing seven parcels until the |lenders foreclosed on them during
1995. M. Blythe acquired and held title to the ten parcels in
guestion for the purpose of producing rental incone from such
parcels. He did not acquire and hold title to those parcels for
the purpose of selling themwith a viewto the gains and profits
that m ght be derived from such sal es.

Thr oughout the various periods during which M. Blythe held
title to the ten parcels, the respective occupants of those
parcel s made rental paynents to petitioners. Throughout those
periods, petitioners did not pay any property taxes or nake any
nortgage | oan paynents with respect to any of those parcels. Nor
did M. Blythe offer or advertise any of themfor sale.

In Schedule C of their return for 1994 (1994 Schedul e C
petitioners reported the rental paynents that they received
during that year fromthe ten parcels in question as gross
recei pts froma business which they described as "Property Mnt"
Petitioners reported no other gross receipts or income in their
1994 return. Petitioners clained in their 1994 Schedule C total
expenses of $54,372.2 Those expenses did not include any clai ned
depreciation. Petitioners reported in their 1994 Schedule C a
net profit of $5,229. Each of themreported in a separate
Schedul e SE, Sel f-Enpl oynment Tax, of their 1994 return (1994
Schedul e SE) about one-half (viz. $2,615) of that clained 1994

Schedule C net profit and "Net earnings fromself-enploynent" of

2 |In fact, the various expenses that petitioners clained in
their 1994 Schedule C total $54,880, not $54, 372.



$2,414. Petitioners did not report any gain or loss with respect
to the foreclosures on the ten parcels in their 1994 and 1995 tax
returns.

On January 11, 1994, Franz Huber and Nancy Huber (the
Hubers) and petitioners entered into a "Lease with Option to
Purchase" (lease). Pursuant to the |ease, throughout the term of
the | ease which began on March 1, 1994, and ended on February 28,
1997, the Hubers agreed to | ease to petitioners, and petitioners
agreed to pay the Hubers nonthly rent of $2,200 for, certain real
property located in Temecula, California, which petitioners used
as their personal residence (personal residence). The Hubers
al so granted to petitioners in the | ease the option to purchase
for $389,000 the personal residence, which petitioners could
exercise at any tinme during the period March 1, 1994, through
February 28, 1997, by giving 60 days' witten notice to the
Hubers. Petitioners did not claimany nortgage | oan interest
deductions with respect to the personal residence in their 1994
return.

In the notice of deficiency (notice) issued to petitioners
for 1994, respondent disallowed the expenses that they clained in
their 1994 Schedul e C because they did not establish that those
expenses were paid or incurred during 1994 and/or that they were
ordi nary and necessary expenses within the neaning of section
162(a). Respondent further determned in the notice that the net
profit that petitioners reported in their 1994 Schedule C should

be increased by the amount of those disall owed expenses and that,



because of that increase in net profit, the self-enpl oynent tax
due from each petitioner should be increased fromthat reported
in the 1994 Schedul es SE. Respondent also determned in the
notice that petitioners are liable for 1994 for the accuracy-
rel ated penalty under section 6662(a) because of negligence or
di sregard of rules or regul ations under section 6662(b)(1).
OPI NI ON

Petitioners bear the burden of proving that the determ na-
tions in the notice are erroneous and that their position regard-
ing the new issues that they raised in the petition and at trial

shoul d be sustained. Rule 142(a); Wlch v. Helvering, 290 U S.

111, 115 (1933).

Sel f - Enpl oynent  Tax

Petitioners reported in their 1994 Schedule C the rental
paynments that they received and the expenses that they clained
fromthe activity in which they engaged during 1994 invol ving the
ten parcels in question and which they described in that schedul e
as a property managenent business. Petitioners now contend that
t hey shoul d have reported those paynents and those expenses for
1994 in Schedul e E, Supplenental Inconme and Loss (Schedul e E)
and not in their 1994 Schedul e C, because they were not engaged
during 1994 in a trade or business involving the ten parcels as
real estate dealers. According to petitioners, they had no net
profit froma business as real estate dealers, and therefore had
no net earnings fromself-enploynent, for 1994. They maintain

that, therefore, they are not liable for self-enploynent tax for
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that year. Respondent disagrees. According to respondent,
petitioners were engaged during 1994 in a business as real estate
dealers with respect to the ten parcels in question and received
the rental paynments fromthose parcels in the course of that
busi ness. Respondent maintains that, therefore, those paynents
are required to be included in calculating petitioners' net
earnings from sel f-enpl oynent and sel f-enpl oynent tax for 1994.
Section 1401 inposes a tax on an individual's "self-enpl oy-
ment incone". As applicable here, the term "self-enpl oynent
i ncome"” nmeans the net earnings fromself-enploynent derived by an
i ndi vidual during any taxable year, sec. 1402(b), and the term
"net earnings fromself-enploynment” neans

the gross inconme derived by an individual from any
trade or business carried on by such individual, |ess
the deductions allowed by this subtitle which are
attributable to such trade or business * * * except
that in conputing such gross inconme and deductions

* * *

(1) there shall be excluded rentals
fromreal estate * * * together with the
deductions attri butable thereto, unless
such rentals are received in the course
of a trade or business as a real estate
dealer * * * [Sec. 1402(a)(1).]

Section 1.1402(a)-4(a), Incone Tax Regs., elaborates on the
foregoi ng exception fromthe definition of the term "net earnings
fromself-enploynent”, as foll ows:

(a) In general. Rentals fromreal estate * * * and the
deductions attributable thereto, unless such rentals
are received by an individual in the course of a trade
or business as a real -estate deal er, are excl uded.

Whet her or not an individual is engaged in the trade or
busi ness of a real-estate dealer is determ ned by the
application of the principles followed in respect of



the taxes inposed by sections 1 and 3. 1In general, an

i ndi vidual who is engaged in the business of selling

real estate to custoners with a viewto the gains and

profits that may be derived fromsuch sales is a real-

estate dealer. On the other hand, an individual who

nmerely holds real estate for investnent or specul ation

and receives rentals therefromis not considered a

real -estate dealer.

Based on our exam nation of the entire record before us, we
find that M. Blythe acquired and held title to the ten parcels
in question for the purpose of producing rental income from such
parcels. That is exactly what he did, and it is that rental
i ncome which petitioners reported in their 1994 Schedule C. W
also find on that record that M. Blythe did not acquire and did
not hold title to the ten parcels in question for the purpose of
selling themto custoners with a viewto the gains and profits
that m ght be derived fromsuch sales. Petitioners did not offer
or advertise any of the parcels for sale during 1994 or at any
other tinme. The |lenders who foreclosed upon the ten parcels
during 1994 and 1995 were not customers of petitioners.

On the instant record, we find that petitioners were not
engaged in a business as real estate dealers during 1994, that
the rental paynments which they received during that year were not
received by themin the course of such a business, and that such

rental paynments are not includible in the conputation of net

earnings from sel f-enpl oynent under section 1402. Sec.
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1402(a)(1). Accordingly, we hold that petitioners are not |iable
for self-enploynent tax for 1994.°3

Cl ai ned Deducti ons

G ai ned Deductions Relating to the Ten Parcels

Petitioners clainmed in their 1994 Schedul e C various ex-
penses with respect to the activity in which they engaged invol v-
ing the ten parcels. They did not, however, claimany deprecia-
tion with respect to those parcels. 1In the notice, respondent
di sal | oned the expenses that petitioners clained in their 1994
Schedul e C because they did not establish that those expenses
were paid or incurred during 1994 and/or that they were ordinary
and necessary expenses w thin the neaning of section 162(a).

Petitioners contend that they are entitled to all of the
expenses that they clained in their 1994 Schedul e C except for
certain expenses which they have conceded. |In addition, they now
claimthat they are entitled to depreciation for each of the ten
parcels in question. Respondent disagrees.

Deductions are strictly a matter of |egislative grace, and
petitioners bear the burden of proving that they are entitled to

any deductions clainmed. |INDOPCO Inc. v. Conmm ssioner, 503 U S

3 In order to resolve the self-enploynent tax issue
presented, we need not deci de whether petitioners correctly
i ncluded the rental paynents fromthe ten parcels in question in
their 1994 Schedul e C or whether they should have included those
paynents in Schedule E for that year. That is because,
regardl ess whether petitioners were engaged in an activity during
1994 involving the ten parcels in question that constituted a
trade or business, we have found that petitioners were not
engaged during that year in a trade or business as real estate
deal ers.



79, 84 (1992). Petitioners attenpted to satisfy that burden
through M. Blythe's testinony as well as certain |limted docu-
mentary evidence which related only to the vehicle expense and
depreci ati on deductions that they are seeking. W found M.

Bl ythe's testinony about the deductions at issue to be general,
concl usory, vague, and/or questionable. W found the limted
docunentary evidence to suffer frominadequacies that are simlar
to those that we found in M. Blythe's testinony. Suffice it to
say that we consider the docunment which petitioners claimis a
log of the mles that they drove during 1994 in their activity
involving the ten parcels in question and which is the foundation
for petitioners' claimto the vehicle expense deductions at issue
to be suspect. The one-page docunent in the record relating to

t he depreciation deductions clained with respect to seven of the
ten parcels nerely sets forth petitioners' position as to, inter
alia, the date on which each such parcel was placed in service,
the basis that petitioners claimthey had in each such parcel for
pur poses of conputing a depreciation deduction for 1994, and the
anount of depreciation to which they contend they are entitled
for each of those seven parcels. However, there is no evidence
in the record establishing the correctness of petitioners
position as to each of those matters. For exanple, petitioners
have not established that they had a basis in any of the parcels
in question on which a depreciation deduction could be cal cu-

| ated, | et alone how any such basis should be all ocated between

nondepr eci abl e | and and depreci abl e bui | di ngs.
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Evidently realizing that they have serious evidentiary
probl ens regarding their position on the deductions that they are
claimng with respect to the ten parcels, petitioners assert:
"It is unreasonable to expect to manage and mai ntain 10 proper-
ties for 12 nonths * * * without incurring any expenses. Reason-
abl e expenses should be allowed.” |In support of that position,

petitioners cite Cohan v. Conmi ssioner, 39 F.2d 540 (2d G r

1930). On the record before us, we disagree with petitioners
position that "Reasonabl e expenses should be allowed" in the
present case. The so-called Cohan rule permts us to estinate
and al |l ow expenses that have not been adequately substanti ated
only if we are convinced fromthe record that such expenses were
incurred by the taxpayer and that they otherw se satisfy the
requi renents of the Code as to their deductibility, and we have a
basis on which to nake an estimate of such expenses. The circum
st ances under which the so-called Cohan rule is to be applied are
not present in the instant case.

Based on our exam nation of the entire record in this case,
we find that petitioners have failed to establish that they are
entitled (1) under either section 162 or section 212 to the
expense deductions* or (2) under section 167 to the depreciation
deductions that they are claimng for 1994 with respect to the

ten parcels in question.

4 W need not decide whether the clai ned expense deductions
are subject to sec. 162 or sec. 212 because petitioners have
failed to show that they have net the requirenments of either
section.



- 11 -

Cl ai ned Mortgage Loan Interest Deductions
Relating to the Personal Residence

Al t hough petitioners did not claimany nortgage |oan inter-
est deductions with respect to the personal residence in their
1994 return, they contend here that they are entitled to such
deductions. That is because, according to petitioners, petition-
ers purchased, and did not |ease, the personal residence, and the
paynents that they made during the first nine nmonths of 1994 to
t he Hubers were nortgage | oan paynents consisting entirely of
interest. Respondent counters that petitioners were |easing the
personal residence during 1994 and that the paynents which they
made to the Hubers during that year constitute rental income. On
the record before us, we agree with respondent. W find the
agreenent entitled "Lease with Option to Purchase"” into which the
Hubers as |l essors and petitioners as | essees entered to be an
agreenent under which the Hubers agreed to | ease to petitioners,
and petitioners agreed to pay the Hubers nonthly rent of $2,200
for, the personal residence. Although that agreenent also
granted petitioners the option to purchase the | eased personal
resi dence, there is no reliable evidence in the record establish-
ing that petitioners exercised that option.

Based on our exam nation of the entire record in this case,
we find that petitioners have failed to show that they are
entitled to the nortgage | oan interest deductions that they are

claimng for 1994 with respect to the personal residence.



Accur acy- Rel ated Penalty

Respondent determ ned that petitioners are liable for 1994
for the accuracy-rel ated penalty under section 6662(a) because
t heir underpaynent of tax for that year was due to negligence or
di sregard of rules or regulations under section 6662(b)(1). For
pur poses of section 6662(a), the term "negligence" includes any
failure to make a reasonable attenpt to conply with the provi-
sions of the Code. Sec. 6662(c). Negligence also includes any
failure by the taxpayer to keep adequate books and records or to
substantiate itens properly. Sec. 1.6662-3(b), |Incone Tax Regs.
The term "di sregard” includes any carel ess, reckless, or inten-
tional disregard. Sec. 6662(c).

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for such portion and that the taxpayer acted
in good faith. Sec. 6664(c)(1). The determ nation of whether
t he taxpayer acted with reasonabl e cause and in good faith
depends upon the pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Income Tax Regs. The nost inportant factor is the
extent of the taxpayer's efforts to assess his or her proper tax
liability. 1d.

I n support of petitioners' position that they are not |iable
for 1994 for the accuracy-related penalty, M. Blythe testified
that he "did the best that * * * [he] could"” in preparing peti-
tioners' 1994 return. On the record before us, we find that

petitioners failed to show that they acted wth reasonabl e cause
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and in good faith in claimng deductions for the expenses |isted
in their 1994 Schedule C. Consequently, we sustain respondent's
determ nation inposing the accuracy-rel ated penalty under section
6662(a) for 1994 to the extent that those cl aimed deductions
resulted in an underpaynent of tax required to be shown in
petitioners' return for that year.

To reflect the foregoing and the concessions of petitioners,

Decision will be entered

under Rul e 155.




