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VEMORANDUM COPI NI ON
HOLMES, Judge: Tax records are the ancient Egyptians of the
noder n age- - pl agued not by boils, frogs, flies, and |ice but by
fire, flood, nold, and theft. The cursed tax records in this
case bel onged to Ral ei gh Cox, who owned a business that fixed
used cars and then resold them Wen audited, Cox failed to
produce the records that would have supported many of his clained

busi ness deductions, and bl amed their absence on a thieving
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former enployee. The parties have since settled nost of these
i ssues, but the Conm ssioner hardened his heart against Cox’'s
deductions for cash purchases of used cars.

We nust deci de whether to | et them go.

Backgr ound

Ral ei gh Cox grew up in Houston. He is a tal ented nechanic,
and started a small business, Washington Car Care, in 1986. He
made the better part of his living by buying used cars--often
cars that were nowhere near working order--fromloca
whol esal ers. He then fixed themup, and cl eaned them up, and
resold themto other dealers. The business was not in the nost
desirabl e section of Houston; as Cox pointedly testified, the IRS
did not contest his deduction for the cost of a guard dog.

Washi ngton Car Care’ s bi ggest problem however, wasn’'t
crime; it was thin capitalization. There were years when Cox was
just scraping by, and he often had custoners who wote bad
checks. This caused enough of Washington Car’s checks to bounce
t hat banks becane unw lling to finance the business. Cox worked
his way around this problemwth an old solution--a trade-
financed fl oor plan.

He set up the plan with Concord Mdtors, a used-car
whol esal er that was his main source of supply. He and Concord
woul d negotiate each car’s price, and he would then sign a draft

for that anount and leave it with Concord along with the car’s
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title (which in Texas is a car’s proof of ownership). Under the
pl an, Concord gave Washi ngton Car possession of up to $100, 000-
worth of cars, thus giving Cox an inventory of vehicles that he
could work on. In return, Cox pronm sed to pay Concord $2,000 a
week. These paynents woul d accunul ate fromweek to week, and Cox
woul d draw on their accunul ated val ue by periodically taking back
drafts and titles for cars so that he could resell themto third
parties at a profit.

Cox and his wife reported Washington Car’s inconme and
deductions on a Schedule C to their 2000 inconme tax return, which
was prepared by Roman Spiller, their long-tinme accountant.

Spiller was a forner IRS auditor, and had prepared both the
Coxes’ personal and business returns since 1986. Before this
case they had never had any reason to doubt the quality of his
wor K.

The Schedule C for Washington Car’s 2000 tax year reported
sal es of $118, 900, and aggregate expenses of $92,892. But
Spiller got his signs confused and reported the difference as a
net loss. The Comm ssioner’s service center noticed the math
error, nmade the appropriate correction, and notified the Coxes
that the resulting adjustnents required themto pay tax due on
the increase in taxable incone, plus a penalty and interest.
Spiller prepared and submtted an anended tax return on which the

Coxes flipped the nunbers fromtheir original return, reducing
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their reported sales to $92,892 and increasing their aggregate
expenses to $118,900. (Al though Spiller entered $118,900 as the
total expenses on line 28 of the anended Schedule C, the actual
sum of expenses |isted equals $119,042). Renarkably--since
Washi ngton Car’s business was buying cars to repair and resell--
neither the original nor the amended Schedul e C reported any cost
of goods sold. More remarkably, Spiller submtted a second
amended 2000 return that reduced Schedule C sales to $92,500 and
expenses to $118,508. This tine, Spiller inexplicably kept the
prior net loss figure and claimof refund, and continued to
report no cost of goods sol d.

This was not a good tax preparation strategy. The IRS
audited the returns and rejected both the original and anended
Fornms 1040. The resulting notice of deficiency included a
penal ty under section 6662 for negligence. Before trial, Cox
and the Conm ssioner stipulated that his gross receipts were
actual |y about $258,000 and stipulated as well that he was
entitled to deductions and al |l owances of about $130,000. Left
for trial were two issues: the deduction of what Cox cl ai ned
were cash paynents to Concord, and the penalty for negligence.
The trial was in Houston, where the Coxes lived when they filed

their petition.

1 Unl ess otherwi se stated, section references are to the
I nt ernal Revenue Code and regul ations as anended and in effect
for 2000.
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Di scussi on

A. Allowability of cash paynents

It's easy to see why the Comm ssioner questioned Cox’s claim
that he routinely made cash purchases from Concord. Not only was
t he anount involved quite |arge, but the nbst comobn way Cox got
cash was by witing checks to hinself or his wife drawn on the
Washi ngton Car Care account. Cox’s general |edger from 2000
lists dozens of such checks recorded as a debit to “Purchases”,
whi ch was Washi ngton Car’s cost-of - goods-sold account. He cashed
many of these checks at | ocal grocery or conveni ence stores.

This pattern raised the Comm ssioner’s suspicion that business
accounts were being used for personal expenses.

The Comm ssioner’s counsel vigorously grilled Cox on these
points at trial, and hamrered away especially hard at his failure
to produce business records to support his clains. But Cox's
story held up--with an honest deneanor, no hesitation, and
perfect reasonabl eness, he explained both the absence of records
and his own check-cashi ng habits.

He credi bly explained that he kept nost of his business
recei pts and records stuffed in duffel bags, which he stored in a
| oft above his repair shop. He also credibly testified that he
was in the habit of enploying recently rel eased prisoners,
encouraged in part to do so by his father, a retired sergeant in

the county sheriff's office. Washington Car’s records went
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m ssing in 2002, and Cox convinced us that one of his evidently
not-quite-rehabilitated enpl oyees stole one of the duffels, no
doubt thinking it contained cash instead of cancel ed checks,
recei pts, and bank statenments. (That enpl oyee di sappeared
shortly thereafter.) It was also about this tine that Spiller
died after heart surgery, preceded by what Cox thought to be a
serious (and probably illegal substance-related) illness, |eaving
himw thout his long-tinme accountant when the IRS began its
audit. Cox quickly did the right thing and hired a new
accountant, Katie Beal, to help recreate his business records.
Beal had few of the original receipts, and none of the checks or
bank records to review, as they had been in the stolen duffel
bag. But her careful piecing together of the available
i nformati on corroborates Cox’s story.

We conclude that the records really were stolen. Cox
credi bly expl ai ned the circunstances regarding their
di sappearance: it is quite believable that an ex-convict who had
access to the area where nost of the records were kept m ght take
the duffel bags thinking there was nore in themthan just
records. And what witten evidence exists supports Cox's story.
He had kept the general |edger for WAshington Car upstairs at his
shop, and Beal and he got copies fromthe bank of the statenents
t hat had been stolen. Qur close side-by-side scrutiny of those

statenents and the general |edger shows that the |edger
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reasonably matches the statenents for those purchases Cox nmade
from Concord by check. (And the Comm ssioner has conceded those
expenses.) W infer fromthat that the | edger is accurate when
it shows that cash--even cash obtained by cashing checks at
grocery stores and gas stations--was going to Concord on a
regul ar basis to pay for cars. Cox also insisted the owners of
Concord give himreceipts, and he kept themtoo--fortunately not
stuffing theminto the mssing duffel bag. Those receipts also
mat ch--not perfectly, but in nore than enough instances for us to
believe that the | edger and remaining records are |legitimte.

Cox al so credi bly explained why he didn’t just wite checks
to Concord. As he told it, his relationship with Concord had
begun with his maki ng paynents by check, but there were tines
t hat his business account had insufficient funds, or at |east
insufficient collected funds, to make the checks good. This nade
Concord’s owners |leery of accepting his checks and for nobst of
2000 they demanded that he pay cash, accepting checks only
occasionally when he warned them that he was short, and they
agreed to hold off presenting themfor paynment. And the existing
docunents al so show conbi nati ons of checks to Concord and cash
paynments totaling about $2000/ week, which corroborates Cox’s
testi nony.

Cox also credibly explained his practice of cashing checks

made out to hinself or his wife--he did so because Spiller
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advised himto create a paper trail of the cash w thdrawal s that
he was using to pay Concord. (W note that cashing checks at

ot her nerchants, with whom he did not have an ongoi ng busi ness
rel ati onship, would both delay their presentnment for paynent and
not imrediately result in the repossession of any of his
inventory if they bounced.)

So we find that Cox is entitled to a deduction for his cash
expenses. The parties did not stipulate the precise anmount at
stake, but they did stipulate that Washington Car (or the
conpany’s sonetine alter ego, Washington Car Rental) had receipts
for paynents totaling $76, 600 from Washi ngton Car Care. Two
addi tional receipts show paynents from Concord to Washi ngton Car
of $10,000; however, Cox testified at trial that he m stakenly
switched the nanes of the conpanies on the “to” and “fronf |ines,
and that Concord never nmade any refund paynments to the Conpany.
We believe Cox's testinony that these receipts were actually for
paynments made to Concord. Therefore, the total anobunt of the
pur chases from Concord is $86, 600, of which $16, 100 was paid by
check. Because the Commi ssioner has al ready conceded the $16, 100
paid by check, we hold that Cox should be allowed an additi onal
$70, 500 deduction for cash purchases as a cost of goods sol d.

B. Secti on 6662 Penalty

The only other issue for us to decide is whether the Coxes

are liable for an accuracy-related penalty. In his notice of
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deficiency, the Conmm ssioner does not specify why he inposed the
penalty, but there are only two possibilities: (1) negligence;

or (2) a substantial understatenent.

Part of this penalty wll disappear with the portion of the
under paynment traceable to the cash purchases that we have
al l oned. Section 6664 may provide a defense to the remnainder--
under either the negligence or substantial understatenent
theory--*“if it is shown that there was a reasonabl e cause * * *
and that the taxpayer acted in good faith.” Sec. 6664(c)(1).

The regul ations issued under this section require that our
anal ysis be conducted “on a case-by-case basis, taking into
account all pertinent facts and circunstances.” Sec. 1.6664-
4(b), Inconme Tax Regs.

The crucial fact here is that the Coxes relied in good faith
on Spiller to correctly prepare their tax return based on the
financial records and receipts they gave him This was
reasonabl e--he was a former I RS auditor, and had conpetently done
their taxes in the past before his evidently rapid decline and
death. While a taxpayer cannot hide behind a tax preparer or
advi ser, we have often held that a taxpayer who supplies his
preparer with accurate information relating to the return is not
negligent in relying upon the preparer’s advice. Kurzet V.

Conmi ssioner, T.C. Menp. 1997-54, affd., revd., and remanded on

ot her issues, 222 F.3d 830 (10th G r. 2000). W do not fault the

Coxes for the errors on their return when the m stakes stemed
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fromtheir accountant’s |ack of professional care. Reinhardt v.

Comm ssioner, T.C Meno. 1993-397 (no negligence when an

“incorrect return is the result of the preparer’s mstakes”). W
al so take into account the Coxes' educational and busi ness

experience. See Pratt v. Conm ssioner, T.C Meno. 2002-279. The

trial showed that Cox, though gifted in his field, knewlittle of
accounting. Such nmen should especially be able to rely on a
preparer if they give himtheir business records, holding no

i nformati on back, as we specifically find that he did. G ven
Cox’ s genui ne | ack of know edge of accounting, we do not construe
his actions as constituting negligence or disregard of tax |aw

See Neely v. Comm ssioner, 85 T.C 934, 947-48 (1985).

To reflect the settlenment of the other issues in this case,

Deci sion will be entered under

Rul e 155.



