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DI NAN, Special Trial Judge: This case was heard pursuant

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed. The decision to be
entered i s not reviewable by any other court, and this opinion

shoul d not be cited as authority. Unless otherw se indicated,

subsequent section references are to the Internal Revenue Code

to
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effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.

Respondent determ ned a deficiency in petitioners’ Federal
i ncome tax of $21, 149 and an accuracy-rel ated penalty of
$4,229.80 for the taxable year 1996.

The issues for decision are: (1) Wiether petitioners are
entitled to various business expense deductions disall owed by
respondent, or to any item zed deductions in lieu thereof, and
(2) whether petitioners are liable for the accuracy-rel ated
penal ty under section 6662(a) for negligence or disregard of
rules or regulations.?

Sone of the facts have been stipulated and are so found.
The stipulations of fact and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
Sausalito, California, on the date the petition was filed in this
case.

Petitioner husband (M. Brayshaw) has a background in
mat hemati cs and physics as well as corporate law. During the
year in issue, he was involved in several business activities.
First, he was engaged in the devel opnment of conputer software
whi ch woul d predict water currents in the San Francisco Bay area.

In connection with this activity, he periodically took

!Adj ustnents to self enploynment incone tax and the deduction
therefor are conputational and wll be resolved by the Court’s
hol ding on the issues in this case.
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measurenents on the bay throughout the year using a yacht
petitioners had owned since approximately 1984. M. Brayshaw
began selling this software in early 1997.

In addition, M. Brayshaw prior to 1996 had forned a
corporation naned First Draft Legal System Inc. (FDLS). This
corporation was engaged in the sale of a conputer software
program whi ch automated the creation of |egal docunents. A
separate bank account was maintained in the corporation’s nane.
For taxable year 1996, a Federal inconme tax return was filed for
FDLS. This return reported $57,553 in income, $825 in cost of
goods sold, and $55,500 in salaries, |leaving $1,228 in taxable
i ncone. M. Brayshaw was an enpl oyee and/or an i ndependent
contractor of FDLS. Finally, M. Brayshaw was engaged in
“dat abase work” which was unrelated to either of his other
busi ness activities.

Prior to 1996, petitioner wife (Ms. Brayshaw) conducted a
medi cal consul tation business. By 1996, however, she had ceased
operating this business.

Petitioners filed two Schedules C, Profit or Loss from
Busi ness, with their joint Federal incone tax return for taxable
year 1996. The first was filed for an all eged business activity
of Ms. Brayshaw, the second was for the business activities of
M. Brayshaw. In the statutory notice of deficiency, respondent

di sallowed all of the expenses clained on each Schedul e C,
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including the returns and al |l owances and the expenses for
busi ness use of the hone. Respondent did not adjust the incone
reported on either schedul e.

Ms. Brayshaw s Schedule C

The first Schedule C listed Ms. Brayshaw as the proprietor
of a business engaged in nedical consultation. This schedule

listed the foll owi ng anobunts:

G oss receipts $11, 400
Expenses

Car and truck $2, 018

Depreci ation and section 179 expense 2,248

Mor t gage i nt er est 5, 100

Legal and professional services 45

Ofice 418

Repai rs and mai nt enance 80

Suppl i es 150

Taxes and |icenses 810

Tot al expenses (10, 869)
Net profit 531

Petitioners have conceded that this schedul e should not have been
filed because Ms. Brayshaw had ceased conducting the nedi cal
consul tati on business by 1996. Allegedly, the gross receipts
listed on the Schedule C are anmobunts which represented | ease
paynments made by M. Brayshaw to Ms. Brayshaw for use of a
vehicle held by petitioners as conunity property (a Jeep G and
Cher okee), and the expenses are related thereto.?

In Iight of petitioners’ concession, we sustain respondent’s

di sal | owance of all the deductions clainmed with respect to this

2lt is unclear how the nortgage interest, office expenses,
and | egal and professional services relate to the rental of a
Jeep Grand Cher okee.
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schedul e. However, because the correspondi ng deduction on M.
Brayshaw s Schedul e C has al so been disall owed, respondent’s
determ nation nust be adjusted to reflect the fact that M.
Brayshaw never received the inconme reported on her Schedule C.

M. Brayshaw s Schedule C

The second Schedule C listed M. Brayshaw as the proprietor
of a business engaged in software devel opnent. This schedul e

listed the foll owi ng anobunts:

G oss receipts $63, 050
Returns and al | onances (4,928)
Expenses

Adverti si ng $1, 639

Car and truck 1,170

Mor t gage i nt er est 1,771

Legal and professional services 225

Ofice 2,522

Rent /| ease - vehicles, machinery, equipnment 13, 450

Rent /| ease - other business property 195

Repai rs and mai nt enance 2,055

Suppl i es 11, 722

Taxes and |icenses 478

Travel 2, 697

Uilities 3,043

Tot al expenses (40, 967)
Expenses for business use of hone (16, 196)
Net profit 959

At trial, petitioners effectively abandoned the anounts |listed on
this schedule, instead relying on stipulations and evi dence to
establish the proper anpunts of their deductions. This one
Schedule Cis purported to represent the incone and expenses of
all three business activities of M. Brayshaw.

M. Brayshaw s business activities are rather conplex. He
has organi zed a corporation to conduct one business activity, and

he is involved in three other separate and distinct businesses,
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one as an enpl oyee and/ or independent contractor for the above-
menti oned corporation, one as an i ndependent software devel oper,
and one as a “database consultant”. Despite this, petitioners
have basically conme to this Court with a pile of receipts and
stipul ated anobunts, arguing that the various expenses shoul d be
deductible. They nmade little effort to prepare this case with
respondent prior to the calendar call. There are no

cont enpor aneous records, such as accounting | edgers, which
differentiate the expenses anong the various business activities,
and the corporate checking account was used for purposes of the
ot her business activities as well as for the corporation.
Nonet hel ess, despite the disarray of the record, because we are
convinced that M. Brayshaw was engaged in the business
activities and that he incurred expenses in connection therewth,
we address each of the broad categories of expenses in turn.

“Returns and all owances” and adverti sing expenses

I n conducting the business of FDLS, M. Brayshaw was
assi sted by another individual, Seth G Row and. The
corporation’s bank account was used to pay M. Row and $518 on
Cct ober 24, 1996, and $4, 410.02 on February 6, 1997. Petitioners
argue that these amobunts are deductible. On petitioners’ return,
t he amounts were |listed as “returns and al |l onances” because
petitioners did not know how else to classify them After M.

Brayshaw s testinony, it remains unclear exactly what portion of
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t hese anmounts was for reinbursenment for expenses incurred by M.
Row and and what portion was for conpensation for services
render ed.

M. Brayshaw, with the assistance of M. Row and, produced
several advertisenents for the corporation. The corporation’s
bank account was used to pay $1,031.92 for the production of a
brochure and $625 for a mmgazi ne advertisenent. Petitioners
argue that these ambunts are deducti ble as advertising expenses.

A corporation formed for legitimte business purposes is an

entity separate fromits shareholders. Mline Properties, Inc.

v. Comm ssioner, 319 U S. 436 (1943). Furthernore, the business

of a corporation is separate and distinct fromthe business of

its sharehol ders. ld.; Deputy v. du Pont, 308 U.S. 488, 494

(1940); G ook v. Conmm ssioner, 80 T.C. 27, 33 (1983), affd.

wi t hout published opinion 747 F.2d 1463 (5th Cr. 1984).
Consequently, a shareholder is not entitled to a deduction for

t he paynent of corporate expenses. Deputy v. du Pont, supra,;

Hewett v. Conmi ssioner, 47 T.C. 483 (1967).

W find that both the advertising expenses and the anounts
paid to M. Row and were expenses of the corporation, not M.

Brayshaw s expenses.® Not only were the expenses paid with funds

3Furthernore, the bul k of the amount paid to M. Row and was
paid in 1997, after the year in issue. Petitioners argue that
the corporation was using the accrual nethod of accounting and
had becone obligated to make the paynent in 1996. The rel evance
(continued. . .)
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fromthe corporate bank account, they were clearly for the

busi ness of the corporation. Petitioners argue that M. Brayshaw
is an i ndependent contractor of the corporation, and that the
expenses paid were all taken into account in the anmount of
“salary” the corporation paid himand which he reported on the
Schedule C. Wth the record before us, there is no manner in

whi ch we could trace the various funds fromthe corporation
and/or through its bank account to determne if M. Brayshaw did
in fact report as incone the anmounts he used to pay the
corporation’s expenses.* In any case, respondent has not
chal I enged the anobunt of M. Brayshaw s inconme fromthe
corporation and, regardless of the source of the funds, M.
Brayshaw is not entitled to deduct expenses of the corporation on

hi s individual incone tax return. See Deputy v. du Pont, supra;

Hewett v. Conmmi SSioner, supra.

Aut onobi |l e-rel at ed expenses

Petitioners owned at |east three autonobiles during the year
in issue: A 1969 Mercedes, a 1972 Mercedes, and a 1995 Jeep
Grand Cherokee. Petitioners argue that the Jeep--which was

acquired in Cctober 1994--was used solely for business purposes,

3(...continued)
of this argunent is unclear, but petitioners’ assertion of it
supports our finding that these were corporate expenses.

‘W note that M. Brayshaw was a corporate |awer for
several years and thus presumably should be famliar with the
concept of the separate legal entity of a corporation.
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and that numerous expenses related to the Jeep--including
regi stration, insurance, interest, gas, repairs, nmaintenance, and
depreci ati on--are deducti bl e.

A taxpayer generally nust maintain records sufficient to
establish the anounts of the itens reported on his Federal incone
tax return. Sec. 6001; sec. 1.6001-1(a), (e), Incone Tax Regs.
However, in the event that a taxpayer establishes that a
deducti bl e expense has been paid but is unable to substantiate
the precise anount, we generally may estinate the anmount of the
deducti bl e expense bearing heavily against the taxpayer whose
i nexactitude in substantiating the amount of the expense is of

hi s own making. Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d

Cr. 1930). W cannot estimate a deducti bl e expense, however,
unl ess the taxpayer presents evidence sufficient to provide sone

basi s upon which an estimate nmay be made. Vanicek v.

Conmm ssioner, 85 T.C. 731, 743 (1985).

Section 274(d) supersedes the Cohan doctrine. Sanford v.

Comm ssioner, 50 T.C. 823, 827 (1968), affd. 412 F.2d 201 (2d

Cr. 1969). Section 274(d) provides that, unless the taxpayer
conplies with certain strict substantiation rules, no deduction
is allowable (1) for traveling expenses, (2) for entertainnment
expenses, (3) for expenses for gifts, or (4) with respect to
listed property. Listed property includes passenger autonobil es

and ot her property used as a neans of transportation, and
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conputers and peripheral equipnment. Sec. 280F(d)(4). To neet
the strict substantiation requirenents, the taxpayer nust
substantiate the amount, tinme, place, and business purpose of the
expenses. Sec. 274(d); sec. 1.274-5T, Tenporary | ncone Tax
Regs., 50 Fed. Reg. 46006 (Nov. 6, 1985).

In order to substantiate the anobunt of expenses for listed
property, a taxpayer nust establish the anmount of business use
and the amount of total use for such property. Sec. 1.274-
5T(b)(6)(i)(B), Tenporary Inconme Tax Regs., 50 Fed. Reg. 46006
(Nov. 6, 1985). Wth respect to the use of autonobiles, in order
to establish the anount of an expense the taxpayer nust establish
t he anobunt of business mleage and the anmount of total m | eage
for which the autonobile was used. Sec. 1.274-5T(b)(6)(i)(B)
Tenporary I ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985).
The taxpayer may substantiate the anmount of m | eage by adequate
records or by sufficient evidence corroborating his own
statenment. Sec. 274(d). A record of the mleage made at or near
the time the autonobile was used, supported by docunentary
evi dence, has a high degree of credibility not present with a
subsequent|ly prepared statenent. Sec. 1.274-5T(c)(1), (2), and
(3), Tenporary Incone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6,
1985).

We do not accept M. Brayshaw s testinony that the Jeep was

used exclusively for business purposes. W find it highly



- 11 -
i nprobabl e that petitioners, as per the testinony, bought the
Jeep solely for business use and subsequently conpletely
segregated their personal and business lives such that they never
overlapped in driving it. In the absence of any

cont enpor aneousl y mai ntai ned records to show petitioners’ actual
busi ness and personal use of the Jeep, we hold that they are not
entitled to deduct any of the autonobile-rel ated expenses. See
sec. 274(d).

Boat -r el at ed expenses

During the year in issue, petitioners owed a 34-foot yacht
whi ch they had purchased in approximately 1984, as well as a 26-
foot sail boat. M. Brayshaw used the yacht to take neasurenents
on the San Francisco Bay for use in the devel opnent of the
conputer software. Petitioners argue that nunerous expenses
incurred in connection with this yacht are deducti bl e.

Respondent, in his trial nmenorandum argues that “the
devel opnent of the * * * boating software is a separate
enterprise frompetitioner’s [primary] occupation and as such the
rel ated expenses are currently non-deductible.”

Ordinary and necessary busi ness expenses generally are
deductible in the taxable year in which they are paid. Sec.
162(a). Expenses incurred prior to the comencenent of a
busi ness activity, however, are start-up expenditures which

generally nust be anortized and are not currently deducti bl e.
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Sec. 195(a). An exception to this general rule is made in the
case of research and experinental expenses, which may be
currently deducti bl e under section 174(a) even before the advent
of an active trade or business. Sec. 195(c); Show v.

Comm ssi oner, 416 U.S. 500 (1974).

We find that the magjority of the expenses incurred in
connection wth the yacht are not deductibl e expenses, but rather
are nondeducti bl e personal expenses. See sec. 262(a). M.
Brayshaw s research essentially entailed using the boat to drift
around the bay while taking neasurenents using global positioning
equi pnent. It is doubtful that the use of a 34-foot yacht was
necessary in making these neasurenents. More inportantly,
however, we do not accept petitioners’ assertion that they used
the yacht exclusively for business purposes during the entire
year, never deriving any personal use therefrom |In the absence
of any cont enporaneous substantiation of both the research and
personal use of the boat, we hold that the interest paid in
connection with the yacht (presumably for a purchase noney | oan),
the cost of insuring the yacht, the cost of the yacht’s usual
berth, and the costs of repairing and mai ntaining the yacht are
not deductible. See sec. 274(d). Likew se, w thout addressing
petitioners’ attenpt to establish a basis in the yacht,
petitioners are not entitled to depreciation deductions for the

yacht. See id.
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M. Brayshaw did i ncur sonme expenses which we find to be
deductible. 1In addition to the yacht’s normal berth, M.
Brayshaw pai d duplicative expenses in order to berth the yacht at
| ocations nearer to where he was required to take neasurenents.
We hold that petitioners are entitled to deduct under section

174(a) the follow ng research and experinental expenses:

Boat slip rental (check no. 1092) $440
Boat slip key (check no. 1065) 60
Boat slip key (check no. 1096) 20
Boat slip rental (check no. 3031) 340

860

Finally, we conme to m scellaneous itens which petitioners
classified as being boat-related. First, we hold that a $99. 58
wri stwatch purchased by M. Brayshaw is not a deducti bl e expense:
W find that this was primarily a personal expense, despite the
wat ch’ s occasi onal use in taking neasurenments of currents. W
i kewi se hold that the “various boat supplies”, “boating
literature”, and sealant for the boat are al so personal expenses,
because there is little or no connection between the expenses and
M. Brayshaw s research. Furthernore, nmany of these expenses
coul d have been incurred in connection with petitioners’ sai
boat, rather than the yacht.

Comput er-rel at ed expenses

Petitioners, both in their individual capacities and on
behal f of FDLS, purchased a variety of conputer and conputer-
rel ated equi pnent during 1996, including a zip drive, a nonitor,

a desktop conputer, a facsimle nmachine, nodens, and software.
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Petitioners argue that the expenses incurred in making these
purchases are deducti bl e under section 179.

A taxpayer may el ect to expense, rather than capitalize,
certain property used in a trade or business. Sec. 179(a), (c).
The el ection nmust be made on the taxpayer’s first incone tax
return for the taxable year to which the election applies. Sec.
179(c)(1)(B); sec. 1.179-5(a), Incone Tax Regs. Petitioners did
not elect to expense the conputer equipnment on their 1996 return.
Therefore, they are not entitled to a deduction for the equi pnent
under section 179. Furthernore, we find that petitioners are not
entitled to any other deduction for the equi pnent because
petitioners have not substantiated the business versus personal
usage of the conputer equi pnment, as required under section
274(d), discussed supra. For the sane reason, petitioners are
not entitled to deductions for the rental of a scan converter and
ot her conputer equipnent, or for their subscription to Conpuserve
online service. See sec. 274(d).

Travel expenses and professional licenses

M. Brayshaw testified that he incurred nunerous deductible
expenses in business-related travel. He provided receipts as
substantiation. The receipts, standing alone, do not provide the
| evel of substantiation which is required under section 274(d).
However, M. Brayshaw was able to explain certain of the receipts

at trial in great enough detail to provide adequate
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substantiation. These expenses were incurred in connection with
t he busi ness of FDLS. Because respondent apparently has not
chal l enged M. Brayshaw s claimthat they were incurred in
connection wth his role as an i ndependent contractor--rather
t han an enpl oyee--of FDLS, we hold that petitioners may deduct
the foll owm ng substantiated travel -rel ated busi ness expenses on

M. Brayshaw s Schedul e C

United Airlines flight -- March 13 $101. 00
Cab fare -- March 13 21.00
Airport restaurant -- March 13 6. 98"
Sout hwest Airlines flight -- March 20 161. 00
National car rental -- March 20 41. 12
Gas for rental car -- March 20 5.55
Meal - March 20 5. 66"
National car rental -- March 26 39.59
United Airlines flight -- May 20 221.00
Meal -- May 20 7.20
United Airlines flight -- June 10 126. 00
National car rental -- June 10 29. 22
United Airlines flight -- Septenber 27 131.00
Magi c car rental -- Decenber 4 53.03
National car rental -- Decenber 16 40. 91
Gas for rental car -- Decenber 16 3.09

993. 85

"Petitioners are entitled to deduct these anounts, after application
of the 50 percent limtation of section 274(n).

See sec. 162(a). Petitioners are also entitled to deduct as a
Schedul e C busi ness expense the $90 petitioners paid for M.
Brayshaw s Aneri can Physical Society dues. See id. However, M.
Brayshaw s California State Bar dues are not deductible. As

di scussed supra, because we cannot trace the source or treatnent
of these funds, we find that this was not an expense paid by

petitioners which is deductible by them See Deputy v. du Pont,

308 U. S. 488, 494 (1940); Hewett v. Comm ssioner, 47 T.C 483

(1967).



M scel | aneous expenses

Petitioners argued at trial that nunerous m scel |l aneous
expenses are deductible. These expenses include rentals of post
of fi ce boxes, postage, shipping expense, copying expense, a New
York Ti mes newspaper subscription, business cards, office
supplies, hardware, telephone lines, and tel ephone calls. Sone
of these itens, in particular the newspaper subscription and
certain of the tel ephone |ines, are personal expenses and are
nondeducti bl e under section 262(a). Wth respect to the
remai ning itens, either no business purpose is evident, the
expenses were paid with corporate funds, or they were hybrid
cor por at e/ non- cor por at e/ personal expenses which we coul d not
di sentangle. W therefore hold that petitioners are not entitled
to a deduction for any of these expenses.

Hone office expenses

Petitioners argue that various expenses related to their
resi dence are deductible due to business use of a portion
thereof. These expenses include depreciation, gas, electricity,
wat er, sewer, refuse, repairs, property tax, condom nium fees,
and nortgage interest.

Deductions for expenses attributable to a taxpayer’s
busi ness use of his hone are disallowed unless they fit within
the exceptions enunerated in section 280A. Sec. 280A(a). The

exception applicable to the case at hand is the following: A
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deduction nay be allowed to the extent that the itemis allocable
to a portion of the home which is exclusively used on a regul ar
basis as the principal place of business for the taxpayer’s trade
or business. Sec. 280A(c)(1)(A).

Petitioners argue that 43 percent of their residence was
used exclusively for business purposes; we find that 12.7 percent
of the residence was so used. W reject petitioners’ argunent
that portions of the mddle and bottomfloors and the garage were
used exclusively for business: Certain areas purportedly were
set up for use by Ms. Brayshaw, who was not engaged in her
medi cal business in the year in issue. Qher areas contained
i nherently personal itens, such as a fireplace and sofas, or were
for storage which was not necessarily related to M. Brayshaw s
busi nesses. Finally, we have found that the Jeep was not used
excl usi vely for business purposes; consequently, the garage in
which it was stored |likew se was not so used. On the other hand,
we accept M. Brayshaw s testinony—corroborated by photographs--
that portions of the top floor were used exclusively as his
princi pal place of business wth respect to his several
busi nesses. W therefore find that 228.75 square feet, of the
total 1,804.32 square feet, were used exclusively and regularly
as M. Brayshaw s principal place of business. Petitioners are
entitled to deductions for the applicable percentage of the

foll ow ng substanti ated expenses which were paid by petitioners:



Gas and electricity $653. 63
Wat er and sewer 213. 33
Ref use 193. 20
Condom ni um f ee 3,016. 26
Property taxes 2,345.42
Mor t gage i nt er est 19, 865. 32

26, 287. 16

We do not accept petitioners’ assertions concerning depreciation
of the residence. As for the repair expenses (for plunbing and a
br oken wi ndow), we hold based on the record before us that they
are not sufficiently related to the business use of the property
for any portion to be deducti bl e.

| tem zed Deducti ons

Finally, petitioners argue that they are entitled to various
item zed deductions in lieu of the disall owed business expense
deductions. W agree with respect to certain of these expenses:
Petitioners are entitled to deduct the portions of the nortgage
interest and property taxes which they paid and which are not
allocable to M. Brayshaw s busi ness, as discussed supra. See
secs. 163(a) and (h), 164(a).

Neqgl i gence Penalty

Respondent determ ned that petitioners are liable for a
penal ty under section 6662(a) with respect to the underpaynent
resulting fromthe total amount of the deficiency.

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to any one of various factors,
one of which is negligence or disregard of rules or regul ations.

Sec. 6662(b)(1). “Negligence” includes any failure to nmake a
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reasonabl e attenpt to conply with the provisions of the Internal
Revenue Code, including any failure to keep adequate books and
records or to substantiate itens properly. Sec. 6662(c); sec.
1.6662-3(b) (1), Income Tax Regs. Section 6664(c)(1l) provides
that the penalty under section 6662(a) shall not apply to any
portion of an underpaynent if it is shown that there was
reasonabl e cause for the taxpayer’s position and that the
taxpayer acted in good faith with respect to that portion. The
determ nati on of whether a taxpayer acted with reasonabl e cause
and in good faith is nade on a case-by-case basis, taking into
account all the pertinent facts and circunstances. Sec.
1.6664-4(b)(1), Incone Tax Regs. The nost inportant factor is
the extent of the taxpayer’s effort to assess his proper tax
l[tability for the year. [1d.

Petitioners failed to keep adequat e books and records
reflecting the incone and expenses of M. Brayshaw s busi nesses
and failed to properly substantiate the magjority of the nunerous
and varied itens reported on their return. See sec. 6662(c);
sec. 1.6662-3(b)(1), Incone Tax Regs. Furthernore, petitioners’
effort to assess their proper tax liability falls short of what
woul d be consistent with reasonabl e cause and good faith. See
sec. 1.6664-4(b)(1), Inconme Tax Regs. W hold that the record

supports respondent’s determ nation of negligence in this case.
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Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.
To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




