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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in

ef fect when the petition was filed. Pursuant to section 7463(b),
the decision to be entered is not reviewable by any other court,
and this opinion shall not be treated as precedent for any other
case. Unless otherw se indicated, subsequent section references

are to the Internal Revenue Code in effect for the years at
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i ssue, and Rule references are to the Tax Court Rules of Practice
and Procedure.

Respondent determ ned deficiencies in petitioners’ Federal
i ncone taxes of $15,221 for 2004, $12,886 for 2005, and $3, 859
for 2006. Respondent also determined that petitioners are liable
for accuracy-rel ated penalties under section 6662(a) of $3,044.20
for 2004 and $2,577.20 for 2005.

The parties agree that during the years 2004, 2005, and
2006, Rodger L. Ganblin (Dr. Ganblin) received gross Soci al
Security benefits of $16,663, $17,108, and $17, 809,
respectively.! The parties also agree that petitioners are not
entitled to deduct: (1) The $3, 764 advertising expense cl ai ned
on Kathleen J. Burch’s (Dr. Burch) Schedule C, Profit or Loss
From Busi ness, for 2004; (2) Dr. Ganblin’s Schedule C | egal and
prof essi onal expenses of $1,077 for 2004; (3) Schedule C office
expenses for Dr. Ganblin for 2004 in excess of those respondent
al l owed; and (4) Schedul e C other expenses for Dr. Burch for 2004
and 2006 in excess of those respondent all owed.

Petitioners offered no evidence and nade no argunent with
respect to deductions clainmed on their Schedules A, Item zed

Deductions, and Schedules C for: (a) Dr. Burch's legal and

!Adj ustnments to the taxable anobunt of Dr. Ganblin’s Soci al
Security benefits and to petitioners’ item zed deductions, self-
enpl oynment tax deductions, and self-enploynent taxes are
conputational and will be resolved consistent with the Court’s
deci si on.
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pr of essi onal services expense for 2006; and (b) self-enployed
heal th i nsurance expenses for 2004 and 2006. Petitioners also
failed to offer any evidence or argunent to contest respondent’s
determnation that Dr. Ganblin had no gross receipts or sales for
2006. Thus, petitioners are deened to have conceded these

i ssues. See, e.g., Bradley v. Comm ssioner, 100 T.C. 367, 370

(1993); Sundstrand Corp. & Subs. v. Conm ssioner, 96 T.C 226,

344 (1991); Rybak v. Comm ssioner, 91 T.C 524, 566 n.19 (1988);

Money v. Conm ssioner, 89 T.C 46, 48 (1987); Leahy v.

Comm ssi oner, 87 T.C. 56, 73-74 (1986).

The parties further agree that petitioners are entitled to
deduct on Dr. Burch’s Schedule C.  $3,439.83 of expenses for
| egal and professional services for 2004, and an additional $739
for 2004 over the anount respondent allowed for insurance (other
t han heal th).

The issues remaining for decision are whether petitioners
are entitled to deduct on their respective Schedules C anpbunts in
addition to those respondent allowed, and whether petitioners are
|iable for accuracy-rel ated penalties for 2004 and 2005.

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

The stipulation of facts, supplenental stipulation of facts, and
the exhibits received in evidence are incorporated herein by
reference. Petitioners resided in Ohio when the petition was

filed.
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Backgr ound

Dr. Ganblin is, and was, during the years at issue, an
inventor and “tinkerer” who holds 36 U. S. patents. Dr. Ganblin
is currently working on a printing process involving “publication
gravure inks”. This printing process uses a special ink which is
designed for use in a high-speed and high-quality printing
process and is especially suited for printing | arge quantities of
the sane item Dr. Ganblin is working on a formulation of this
special ink that is both biodegradabl e and cheaper to use than
current ink types.

In the 1990s Dr. Ganblin devel oped a device called a
“cyclobelt” or “cycloml|l”, which is a grinding device that is
unique in that a relatively cheap grinding nmediumrather than the
machine itself is degraded during the grinding process. The
cyclomlIl is also capable of grinding things that are “very
hard”, |i ke dianonds, and it grinds themto “lower |evels” than
can be reached by other nmeans. According to Dr. Ganblin,
however, the Russians devel oped a process that “was a | ot
cheaper” than his process, and his “business kind of dried up.”

Dr. Ganblin was able to rent a cyclom !l to a conpany in
Fairfield, Chio, for $5,000 contingent on a review of its patent
status. Dr. Ganblin retained a Cncinnati law firm Wod,
Herring, and Evans, to prepare a patent opinion docunent for the

conpany’s review. He received a rental paynent of $5,000 in
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2004. Petitioners, however, failed to report the $5,000 rental
paynment on their Federal inconme tax return for 2004.

During the years at issue Dr. Ganblin worked primarily on
the gravure printing and other ink types. He also devel oped a
hai r shanpoo which is a soap rather than a detergent so it wll
not dry out hair. Because soaps do not work well in hard water,
Dr. Ganblin added a chem cal agent to renove cal cium from hard
wat er .

Dr. Burch holds a Ph.D. in clinical psychol ogy and was a
sole practitioner from 1989 until her retirenent in 2005. Dr.
Burch practiced psychot herapy, but her main focus was
psychol ogi cal and neuropsychol ogi cal assessnent. She did a | ot
of work for defense attorneys and has taught neuropsychol ogy at
the University of Dayton. Dr. Burch maintained, for seeing
patients, an office suite separate from her hone consisting of
two roons, a waiting roomand a “consulting roonf that contai ned:
(1) Two uphol stered chairs; (2) one sofa; (3) a desk and chair
set; (4) coffee and end tables; (5) a small bookcase; and (6) a
small filing cabinet for current patient clinical files.

Dr. Burch saw patients at her office suite because she
perceived it to be too dangerous to see patients in her hone.
However, she did all of her adm nistrative work, insurance claim

filing, billing, and report witing at hone on weekends. The
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psychol ogi cal assessnents she prepared required | ots of paperwork
and references.

Dr. Ganblin and Dr. Burch used overl apping portions of the
home for their respective businesses. Two bedroons of the hone
were used for business. The bedroomon the third floor contained
a bed, but the bed was used for |aying out in-process insurance
forms for Dr. Burch’'s practice; it also contained a conputer
Qutside of the third-floor bedroomin the hall were filing
cabinets full of files. 1In the “big” roomon the second floor,?
whi ch had no bed, was Dr. Ganblin’s “mail place” for his
busi ness, where there were a fax machine, a copier, |ots of books
and catalogs for his supplies, and references, as well as Dr.
Burch’s technical books. In addition, there were stacks of boxes
filled wth insurance files and filing cabinets containing
professional literature.

There was al so a garage apartnent where Dr. Burch wote her
reports and kept a technical library. The garage apartnent was
about 21 by 17 feet and contained a conputer and a “big plotter”
that Dr. Ganblin used in his engineering pursuits. The basenent

was used as Dr. Ganblin’s “laboratory”. It had a mcroscope, a

2While Dr. Ganblin testified that the “big” bedroom was on
the second floor, Dr. Burch inconsistently testified that the big
bedroom they used was on the third floor. The Court will treat
Dr. Burch’s testinony as having been given m stakenly.
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“K-proofer” (a machine used to test prints), bottles of dyes,
colorants, reagents, and nore boxes of files.
Petitioners each filed Schedules Cwith their Federal incone
tax returns for 2004, 2005, and 2006. Dr. Ganblin filed a
Schedule C for the “Dayton Tinker Conpany” and Dr. Burch filed
her Schedule C as “Kathleen J. Burch, Psy. D.”

Di scussi on

CGenerally, the Comm ssioner’s determnations in a notice of
deficiency are presunmed correct, and the taxpayer has the burden
of proving that those determ nations are erroneous. See Rule

142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933). In sone

cases the burden of proof with respect to relevant factual issues
may shift to the Conmm ssioner under section 7491(a). Petitioners
did not argue or present evidence that they satisfied the

requi renents of section 7491(a). Therefore, the burden of proof
does not shift to respondent.

O her | ncone

Section 6001 requires a taxpayer to maintain sufficient
records to allow for the determ nation of the taxpayer’s correct

tax liability. Petzoldt v. Conm ssioner, 92 T.C. 661, 686

(1989). If a taxpayer fails to maintain or does not produce

adequat e books and records, the Conm ssioner is authorized to

reconstruct the taxpayer’s incone. Sec. 446(b); Petzoldt v.

Conmmi ssi oner, supra at 686-687. Indirect nmethods may be used for
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this purpose. Holland v. United States, 348 U. S. 121 (1954).

The Comm ssioner’s reconstruction need only be reasonable in
light of all the surrounding facts and circunstances. Petzol dt

v. Conm ssioner, supra at 687; G ddio v. Conmni ssioner, 54 T.C

1530, 1533 (1970).

Respondent determ ned through a bank deposits anal ysis that
petitioners had unreported income for 2004 of $8,405 and for 2006
of $3,774. Bank deposits constitute prinma facie evidence of

i ncone. Tokarski v. Comm ssioner, 87 T.C. 74, 77 (1986). The

bank deposits nmethod of determ ning i ncone assunes that all the
nmoney deposited into a taxpayer’s bank account during a specific

period constitutes taxable incone. Price v. United States, 335

F.2d 671, 677 (5th Cr. 1964). The Comm ssioner, however, nust
take into account any nont axabl e source or deducti bl e expense of
whi ch he has know edge. 1d. The nethod enpl oyed is not

inval i dated even if the cal culations of the Conmm ssioner are not

conpletely correct. DilLeo v. Comm ssioner, 96 T.C. 858, 868

(1991), affd. 959 F.2d 16 (2d Cir. 1992).

Dr. Ganblin testified that he rented a cycloml|l to a
conpany in Fairfield, Onhio, for $5,000 contingent on a review of
its patent status. Dr. Ganblin testified that he received his
$5, 000 paynent in 2004. Petitioners, however, failed to report

the rental earnings on their return for 2004.
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Dr. Ganblin testified that “if you take that five thousand
dollars out”, and “dependi ng on which day you closed it out * * *
it is going to vary fromyear to year by two or three thousand
dollars.” Regarding 2005, Dr. Ganblin explained that “you know,
there was nore noney that canme out of the account than went in,
the whole thing over the three year period pretty nuch bal ances
out.” Petitioners, however, offered the Court no other evidence
to show that respondent’s bank deposits analysis is incorrect.
Respondent’s determ nation on this issue is sustained.

Trade or Busi ness Expenses

Section 162 generally allows a deduction for ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on a trade or business. GCenerally, no deduction is
all owed for personal, living, or famly expenses. See sec. 262.
The taxpayer nmust therefore show that any cl ai mned busi ness
expenses were incurred primarily for business rather than

personal reasons. See Rule 142(a); Walliser v. Conmm ssioner, 72

T.C. 433, 437 (1979).

To show that the expense was not personal, the taxpayer nust
establish that the expense was incurred primarily to benefit his
busi ness, and there nust have been a proximate rel ationship

bet ween the cl ai ned expense and the business. See Walliser v.

Commi ssi oner, supra at 437. Taxpayers are required to maintain

sufficient records to establish the anounts of their i nconme and



- 10 -

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

(2001); sec. 1.6001-1(a), Inconme Tax Regs. Petitioners,
t herefore, nust produce evidence that they are entitled to the
deductions they claim

Were a taxpayer has established that he has incurred a
trade or business expense, failure to prove the exact anmount of
the ot herwi se deductible item may not always rule out a
deduction. Cenerally, unless precluded by section 274, we nmay
estimate the anobunt of such an expense and all ow the deduction to

that extent. See Finley v. Comm ssioner, 255 F.2d 128, 133 (10th

Cr. 1958), affg. 27 T.C 413 (1956); Cohan v. Comm ssioner, 39

F.2d 540, 544 (2d Gr. 1930). W cannot, however, estinmate
deducti bl e expenses unl ess the taxpayer presents evidence
sufficient to provide sone rational basis upon which estimates

may be made. See Vanicek v. Conm ssioner, 85 T.C. 731, 742-743

(1985).

Ofice Expenses for Dr. Ganblin

Dr. Ganblin testified that he “didn’t have receipts for
every little thing” making up his office expenses. Dr. Ganblin
suppl i ed respondent with cancel ed checks, Quicken sheets, and
credit card billing records show ng various expenditures. He
of fered, however, no receipts to show that the expenditures were

his office expenses for either 2004 or 2005.
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Because there is insufficient evidence on which to base an

estimate of Dr. Ganblin’ s office expenses, respondent’s

determ nation on this issue is sustained.

Ofice Expenses for Dr. Burch

Dr. Burch deducted on Schedul e C $3,467 for 2004, $3,341 for
2005, and $4,066 for 2006 as office expenses for her psychol ogy
practice. O those deductions respondent disallowed $488 for
2004, $784 for 2005, and $2,460 for 2006. Petitioners provided
cancel ed checks drawn to various payees but did not offer any
evi dence other than their own testinony that they are entitled to
of fi ce expense deductions in excess of those respondent all owed.

Expenses for Supplies for 2004 and 2006

Dr. Ganblin deducted $2,945 as expenses for supplies on his
2004 Schedul e C of which respondent disallowed $788. For 2006,
Dr. Ganblin deducted supplies expenses of $4,528 of which
respondent disallowed $73. Dr. Burch deducted expenses for
suppl i es of $4,866 on her 2006 Schedule C all of which respondent
di sallowed. Petitioners offered as evidence their own testinony
and cancel ed checks payable to credit card conpanies, MBNA CE
Money Bank Credit Card, and D scovery. Petitioners have not
shown that they are entitled to deduct expenses for supplies in

excess of those respondent all owed.
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Expenses for | nsurance (& her Than Heal t h)

Dr. Burch deducted $3, 358 of expenses for insurance (other
t han health) on her 2004 Schedule C. Respondent disall owed
$2,860 of the deduction. Petitioners provided cancel ed checks,
bank statenents, and withdrawals for multiple Iines of insurance
totaling $3,357.88. Petitioners, however, failed to provide
copi es of the insurance policies. Respondent agrees that
petitioners are entitled to an additional deduction of $739 for
2004. Petitioners have not shown that they are entitled to
deduct insurance (other than health) expenses in excess of the
anount respondent agreed to.

“Contract Labor” Expenses of Dr. Burch Treated as Schedule C
“Incone” of Dr. Ganblin

Dr. Burch deducted on her 2005 Schedul e C $67, 000 of
“contract |abor” expenses from her $82,479 gross incone. Dr.
Ganblin reported on his Schedule C for 2005 gross receipts and
gross incone of $67,000. Respondent adjusted petitioners’ tax
return, disallow ng the deduction on Dr. Burch’'s Schedule C and
removing the inconme in the sane anount fromDr. Ganblin’s
Schedul e C

Petitioners allege that Dr. Burch paid Dr. Ganblin for
perform ng adm ni strative duties for her business. Dr. Ganblin
testified that the paynent was related to his research and
devel opment for his inventions because he “would not be able to

carry on except for the anount of noney that was being furnished
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by Dr. Burch's practice. | nmean, she financed ny operations”.
Dr. Burch testified that “we do work together. | work for Roger-
-well, | was a partner in his business, and he works for ne.”

There was no witten contract for services between
petitioners. Dr. Ganblin helped Dr. Burch with admnistrative
duties in 2004 and assisted with “a fewlittle things” in 2006
but did not report gross inconme for those years from Dr. Burch,
nor did she clai mdeductions. Petitioners kept no records of the
work that Dr. Ganblin perfornmed for Dr. Burch, and Dr. Burch
could not recall the rate at which she paid her husband. She was
vague in her testinony as to how she determ ned the total anount
to be paid to him Petitioners offered no docunentary evi dence
that Dr. Burch paid Dr. Ganblin $67,000 in 2005 or, if she did
that the anobunt was conpensation for Dr. Ganblin’ s services.

On the other hand, Dr. Ganblin’s testinony that he received
money fromhis wife related to his research and devel opnent and
that she “financed” his operations and Dr. Burch's testinony that
she was “a partner in his business” |eads the Court to concl ude
that any paynents Dr. Burch may have nmade to Dr. Ganblin in 2005
were in the nature of capital expenditures rather than
conpensation for services. Cenerally, no deduction is allowed
for capital expenditures. Sec. 263(a). Taxpayers may not deduct
the costs of creating an intangible, |like a patent or trademark,

or of acquiring an interest in a partnership unless sone
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exception applies. Sec. 263(a)(1)(B); sec. 1.263(a)-4(b),
(d) (1), (2), (5, Income Tax Regs.® “Capital expenditures are
subsequent|ly recovered through depreciation, anortization, cost
of goods sold, as an adjustnent to basis, or otherw se, at such
time as the property to which the anmobunt relates” is used, sold,
or disposed of by the taxpayer. Sec. 1.263(a)-1(b), Incone Tax
Regs.

Because petitioners have not shown that the contested
$67, 000 was paid, was paid as conpensation to Dr. Ganblin, or was
expended for Dr. Ganblin’s business, respondent’s determ nations
on these issues are sustained.

Hone O fice Expenses

Drs. Ganblin and Burch each filed Fornms 8829, Expenses for
Busi ness Use of Your Honme, and clained on their respective
Schedul es C hone office expense deductions for all 3 years at
i ssue. Respondent disallowed all of the hone office expenses
deducted by Dr. Ganblin and alnost all of the honme office
expenses deducted by Dr. Burch.

CGenerally, section 280A(a) prohibits a taxpayer from

deducti ng expenses for the use of a dwelling unit that is the

3Sec. 174(a)(1) allows a taxpayer to deduct certain research
and experinental expenditures w thout consent of the Secretary
for his first taxable year beginning after Dec. 31, 1953, and
ending after Aug. 16, 1954, or at any tine with consent of the
Secretary. Sec. 174(a)(2). Petitioners’ expenditures do not
qualify for deduction under either provision.
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t axpayer’s residence. But the prohibition on deductions does not
apply to an item of expense allocable to a portion of the
dwelling that is used “exclusively” and “on a regul ar basis” as
the principal place of business of the taxpayer’'s trade or
busi ness. Sec. 280A(c)(1)(A).

Assum ng that a taxpayer has a qualifying trade or business,
al | owabl e hone office deductions are strictly limted under the
statute. Hone office expense deductions are limted to the
anount of gross incone fromthe use of the dwelling for a trade
or business, reduced by the sum of the deductions allocable to
the dwelling regardless of its use as the |location of a trade or
busi ness and the all ocabl e busi ness expense deducti ons not
related to the use of the dwelling itself. See sec. 280A(c)(5).
Amount s not all owabl e on account of the limtation may be carried
over to the succeedi ng taxable year subject to the limtation of
that taxable year. 1d.

Dr. Ganblin

The Court has sustained respondent’s determ nation that Dr.
Ganblin did not receive gross incone fromhis inventing activity
reportable on Schedule C for 2005, and he is deenmed to have
conceded that he had no Schedule C gross incone for 2006.

Because Dr. Ganblin had no gross income from business in 2005 and
2006, his hone office expense deduction for each of those years

is zero. See id.
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Al though Dr. Ganblin reported no gross incone on Schedule C
for 2004, the Court has found that he received gross inconme from
busi ness of $5,000 for the rental of his cyclomlIl. But
respondent has all owed hi mas business deductions: (1) Car and
truck expenses of $1,280 ($3,690 deducted | ess an adj ustnment of
$2,410); (2) office expenses of $3,663 ($4, 303 deducted | ess an
adj ust mrent of $640); (3) expenses for the rent or |ease of other
busi ness property of $3,430 ($3, 130 deducted plus an adj ust ment
of $300); (4) supplies expenses of $2,157 ($2, 945 deducted |ess
an adj ustnent of $788); (5) travel expenses of $1,724 (%$2,650
deducted | ess an adjustnent of $926); and (6) neals and
entertai nnent expenses of $140. After reduction of Dr. Ganblin’s
gross inconme of $5,000* for Schedul e C expenses described in
section 280A(c)(5)(B), his allowable hone office expense
deduction is zero, and the Court so holds. Respondent’s
determnation on this issue is sustained.

Dr. Burch

Dr. Burch deducted as hone office expenses on her Schedule C
$44,514 for 2004, $2,798 for 2005 and $11, 103 for 2006.
Respondent di sal | owed $44, 097 for 2004, $2,211 for 2005, and

$10, 286 for 2006. Respondent, by allowing Dr. Burch a portion

“Al t hough respondent deternined that petitioners had
unreported i ncome of $8,405 for 2004 as determ ned by a bank
deposits analysis, there is no evidence that all of it was earned
by Dr. Ganblin. 1In any event, the total of Dr. Ganblin’s sec.
280A(c)(5)(B)(ii) expenses al one exceeds $12, 000.
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al beit small, of the hone office expenses that she deducted, has
tacitly admtted that she qualifies for the deduction under
section 280A and that only the anpbunt is in question.

The Court finds that Dr. Burch's Forns 8829 overstate the
home office expense deductions to which she is entitled. Sone of
the nore prom nent reasons include her cal culation of hone office
expenses for 2004 to include a $28,346 “Carryover of operating
expenses from 2003” for which she offered no evidence. Dr.
Ganblin testified that when he entered Dr. Burch’s hone office
expenses for 2004 into the tax return preparation software, the
software “imedi ately took the accunul ated back charges, and gave
themto her.” Dr. Burch also included in her calculations
$13, 223 for “Carryover of excess casualty |osses and depreciation
from 2003” for which she offered no evidence.

Dr. Burch’s clained deduction of $67,000 of contract | abor
expenses for 2005 was disall owed by respondent, and the
di sal l owance is sustained by the Court. She wll therefore have
no carryover of operating expenses from 2005 to 2006.

Petitioners used overl apping portions of their hone for
their respective businesses. And both Dr. Burch and Dr. Ganblin
deduct ed hone office expenses on their Schedules C, claimng a
conbi ned use of 27.85 percent of their 6,570-square-foot hone, or
1,830 square feet, for their respective businesses for 2004 2005,

and 2006. Petitioners, as support for their deductions,
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subm tted phot ographs of the interior of their honme (including
t he garage apartnent), a diagram of the basenent w thout
di mensi ons, and diagrans with dinensions of the garage apartnent
and the first, second, and third floors of their hone.

There is no evidence fromwhich the Court can determ ne the
area of the basenent, nost of which seens to have been used by
Dr. Ganblin. The area of the third-floor bedroomis 104 square
feet. The Court has no evidence on which to base a determ nation
of the square footage of the hallway outside the third-floor
bedroom that was used for file storage. According to the diagram
that petitioners submtted, the area of the garage apartnent is
367.5 square feet, and the area of the |arge bedroomon the
second floor is 264 square feet. The total area of the three
roons used by both petitioners for business for which the Court
has di nensions is 735.5 square feet.?®

Dr. Burch, however, used only a portion of each of the roons
for her business. Petitioners did not provide the Court with
evi dence sufficient to determne the area of their respective
portions of the roons used for their businesses. The Court wll
estimate that Dr. Burch used 50 percent of the garage apartnent

and the two bedroons, or 367.75 square feet for her business.

SExpenses attributable to use of a honme office in conducting
two or nore separate businesses nmay be deducti bl e where they each
nmeet the requirenents of sec. 280A(c)(1). Hamacher v.

Commi ssioner, 94 T.C 348 (1990).
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See Cohan v. Conmm ssioner, 39 F.2d at 544. Any inexactitude in

the estimate by the Court is of petitioners’ own meking and due
to their failure to nmaintain proper business records. See id.
As 367.75 square feet represents 367.75/6,570, or about 6 percent
of the total area of the home, Dr. Burch is entitled to 6 percent
of her allowabl e expenses allocable to her use of a portion of
her honme as an office.® See sec. 280A(c)(1); see also Culp v.

Conmi ssioner, T.C. Menp. 1993-270; Hefti v. Conmi ssioner, T.C

Meno. 1988-22, affd. w thout published opinion 894 F.2d 1340 (8th
Cr. 1989).

Car and Truck Expenses and Travel, Meals, and Entertai nment
Expenses

Certain business deductions described in section 274 are
subject to strict rules of substantiation that supersede the

doctrine in Cohan v. Conm ssioner, supra at 543-544. See sec.

1.274-5T(c), Tenporary Incone Tax Regs., 50 Fed. Reg. 46016 ( Nov.
6, 1985). Section 274(d) provides that no deduction shall be
allowed with respect to: (a) Any traveling expense, including
meal s and | odgi ng away from hone; (b) any itemrelated to an
activity of a type considered to be entertai nnent, anusenent, or

recreation; or (c) the use of any “listed property”, defined in

61t appears respondent’s adjustnments to increase
petitioners’ “hone interest expense” deduction for each year wll
result in an increase in Dr. Burch’s allowable hone office
expense deductions for each year. The Court wll |eave the exact
calculation for the Rule 155 conputation.
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section 280F(d)(4)(A) (i) to include any passenger autonobil e,
unl ess the taxpayer substantiates certain el enents.

For an expense described in one of the above categories, the
t axpayer nmust substantiate by adequate records or sufficient
evidence to corroborate the taxpayer’s own testinmony: (1) The
anount of the expenditure or use; (2) the tinme and place of the
expenditure or use; (3) the business purpose of the expenditure
or use; and in the case of entertainnent, (4) the business
relationship to the taxpayer of each expenditure or use. See
sec. 274(d).

To neet the adequate records requirenments of section 274, a
t axpayer nust maintain sonme formof records as well as
docunentary evidence that in conbination are sufficient to
establish each el enent of an expenditure or use. See sec. 1.274-
5T(c)(2), Tenporary Incone Tax Regs., 50 Fed. Reg. 46017 (Nov. 6,
1985). “Docunentary evidence” includes receipts, paid bills, or
simlar evidence. Sec. 1.274-5(c)(2)(iii), Income Tax Regs. A
cont enporaneous | og is not required, but corroborative evidence
to support a taxpayer’s reconstruction of the el enents of
expendi ture or use nust have “a high degree of probative value to
el evate such statenent” to the level of credibility of a
cont enpor aneous record supported by sufficient docunentary
evidence. Sec. 1.274-5T(c)(1l), Tenporary Incone Tax Regs., 50
Fed. Reg. 46016-46017 (Nov. 6, 1985).
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Dr. Ganblin’s car and truck, travel, neal, and entertai nnment
expense deductions, including neals and | odgi ng away from hone,
are subject to section 274(d) and the regul ati ons thereunder.

The Court allowed petitioners to confer with respondent after
trial in order to present any additional docunentary evi dence
t hey m ght have that woul d be susceptible to stipul ation.

Dr. Ganblin, in preparation for the posttrial neeting with
respondent, created a travel log for his car and truck expenses
and a log for his travel, neal, and entertai nnent expenses that
he deducted on his Schedules C for 2004, 2005, and 2006. Dr.
Ganblin testified at trial that he did not keep a | og of each
individual trip but instead at the end of the year he “would go
of f and check the mleage, and wite it down on a slip of paper
in the glove box.” Nevertheless, the travel log |ists apparent
departure dates, destinations, a very brief “purpose of trip” and
“nights” and “days”, apparently away fromhonme. Dr. Ganblin’s
| og of travel, neal, and entertai nnent expenses lists an alleged
check nunber and the costs of three instances of “air travel” and
cal cul ates per diem anobunts based on the travel |og.

Petitioners failed to provide copies of receipts, paid
bills, or simlar evidence. The Court finds that petitioners did
not offer corroborative evidence to support their reconstruction
of the elenents of expenditure or use having “a high degree of

probative value to elevate such statenent” of events that
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happened in 2004, 2005, and 2006 to the level of credibility of a
cont enpor aneous record supported by sufficient docunentary
evi dence. Respondent’s determ nation on these issues is
sust ai ned.

Accur acy-Rel ated Penalties

Section 7491(c) inposes on the Conmm ssioner the burden of
production in any court proceeding with respect to the liability
of any individual for penalties and additions to tax. Hi gbee v.

Conmi ssioner, 116 T.C. at 446; Trowbridge v. Conm ssioner, T.C

Meno. 2003-164. 1In order to neet the burden of production under
section 7491(c), the Conm ssioner need only nmake a prima facie
case that inposition of the penalty or the addition to tax is

appropriate. Higbee v. Conmm ssioner, supra at 446.

Respondent determ ned that for both 2004 and 2005
petitioners’ underpaynents of portions of their inconme taxes were
due to negligence or intentional disregard of rules or
regul ations. Section 6662(a) inposes a 20-percent penalty on the
portion of an underpaynent of tax attributable to any one of
various factors, including negligence or disregard of rules or
regul ations and a substantial understatenent of inconme tax. See
sec. 6662(b)(1) and (2). “Negligence” includes any failure to
make a reasonable attenpt to conply with the provisions of the
I nt ernal Revenue Code, including any failure to keep adequate

books and records or to substantiate itens properly. See sec.
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6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs. A “substanti al
under statenment” includes an understatenment of tax that exceeds
the greater of 10 percent of the tax required to be shown on the
return or $5,000. See sec. 6662(d)(1)(A); sec. 1.6662-4(b)(1),
| ncome Tax Regs.

Section 6664(c) (1) provides that the penalty under section
6662(a) shall not apply to any portion of an underpaynment 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 nation of whether a taxpayer acted
wi th reasonabl e cause and in good faith is made 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 liability for the year. |1d.

Petitioners appear to have substantial understatenents of
incone tax for 2005 and 2006 since the understatenent anmounts
wi |l exceed the greater of 10 percent of the tax required to be
shown on the return or $5,000. Petitioners also failed to keep
adequat e books and records or to substantiate itens properly,
clainmed item zed deductions and busi ness expenses to which they
were not entitled, and failed to report portions of their incone.

The Court concludes that respondent has produced sufficient
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evi dence to show that the accuracy-rel ated penalties under
section 6662 are appropriate for both years.

The accuracy-related penalties will apply unless petitioners
denonstrate that there was reasonabl e cause for the underpaynents
and that they acted in good faith with respect to the
under paynments. See sec. 6664(c). Section 1.6664-4(b)(1), Incone
Tax Regs., specifically provides: “CG rcunstances that may
i ndi cat e reasonabl e cause and good faith include an honest
m sunder st andi ng of fact or law that is reasonable in |ight of
all of the facts and circunstances, including the experience,
know edge and educati on of the taxpayer.”

Petitioners, both of whom are highly educated, did not show
that their underreporting of income and cl ai mng of deductions
were actions taken with reasonabl e cause and in good faith.
Respondent’ s determ nations of the accuracy-related penalties
under section 6662(a) for 2004 and 2005 are sustai ned.

The Court has considered the other argunents of the parties,
and they are either without nerit or not necessary in view of our
resolution of the issues in this case.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




