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

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 reviewabl e 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 in
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 of $5,636 in petitioners
1995 Federal income tax and a section 6662(a) penalty of
$1,127.20. At trial, petitioners conceded that they are not
entitled to deductions of $3,000 for contract |abor and $1, 156
for utilities expenses, which they clainmed on their Schedule C
Respondent conceded the section 6662(a) penalty. This Court nust
decide: (1) Wiether petitioners are entitled to a cl ai ned
Schedul e C deduction of $3,276 for vehicle expense; and (2)
whet her petitioners are entitled to an $11, 561 deduction for
expenses clained on their Schedule F. The earned incone credit
under section 32 wll automatically be adjusted for any changes.

Sone of the facts in this case have been stipulated and are
so found. Petitioners resided in St. Paul, Mnnesota, at the
time they filed their petition.

Larry Land (petitioner) filed a Schedule C for a business
named New Tech | deas (New Tech) which was in the business of "NEW
PRODUCTS". Petitioner is the proprietor of New Tech.

Apparently, petitioner has various products he has invented, such
as a "wist saver" and a "dice random zer". He clainmed he had 17
ganes copyrighted. Petitioner clainmed he had "a | ot of
copyrights and a |lot of patents out there". At trial he stated,
"Hopefully, one day I'll be able to market them"™ As part of his
"busi ness”, petitioner clainmed that he drove around to vari ous

stores to wi ndow shop, where he woul d | ook at the nerchandise in
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order to find new products to make. On the New Tech Schedul e C,
petitioners reported no inconme and no inventory. Petitioner
explained this by stating: "Mst all of this stuff at that point
is give away stuff you give to people and gi ve away hopi ng that
they will say, ‘Hey, we like that idea and we're going to do it
with you.”" During 1995, petitioner was also a partner in
Nashville North, LLC, a partnership, the purpose of which was to
pronote Geg Shires, a country and western singer, and produce
CDs.

On the New Tech Schedule C, petitioners deducted $4, 451 of
their hone nortgage interest as rent and $697 of property taxes
as taxes. Petitioners did not elect to item ze their deductions.
Petitioners paid $4,451 in nortgage interest expense and $1, 394
in taxes. Respondent disallowed the $4,451 of rent expense and
the $697 of taxes clainmed on the Schedule C. |nstead, respondent
determned that petitioners are entitled to a $2,922 deduction
for business use of their hone. Petitioners agreed with the
determ nation that they were limted to that deduction for the
busi ness use of their honme. W sustain respondent's
determ nations that disallowed the rent and tax deductions
claimed by petitioners on the New Tech Schedul e C and al | owed
petitioners a $2,922 deduction for the business use of their

hone.



Petitioner clainmed $16, 000 of deductions for prototype
manuf act uri ng expense on New Tech's Schedule C. The noney was
for the production of country and western CDs which petitioner
pl anned to give away. Petitioner thought that if he gave away
the CDs, people would invest in that endeavor. Respondent
contends that this $16, 000 prototype expense was an expense of
the Nashville North, LLC, partnership, because the partnership
was the entity pronoting G eg Shires, the singer on the CDs.
Petitioner agreed with this characterization at trial.

Accordi ngly, the expense belonged to the partnership. W sustain
respondent's determnation as to this issue.

Respondent disall owed $3, 276 of vehicle expense deducted on

petitioners' New Tech Schedule C. Deductions are strictly a

matter of legislative grace. |1NDOPCO, Inc. v. Conm ssioner, 503

US 79, 84 (1992); New Colonial Ice Co. v. Helvering, 292 U S

435, 440 (1934). Taxpayers nust substantiate cl ai ned deducti ons.
Hr adesky v. Conmm ssioner, 65 T.C 87, 89 (1975), affd. per curiam

540 F.2d 821 (5th G r. 1976). Moreover, taxpayers mnust keep
sufficient records to establish the anbunts of the deducti ons.

Meneqguzzo v. Conm ssioner, 43 T.C. 824, 831 (1965); sec. 1.6001-

1(a), Incone Tax Regs.
Section 274(d) inposes stringent substantiation requirenents
for the deduction of travel expenses and aut onobil e expenses.

Taxpayers mnust substantiate by adequate records certain itens in



order to claimdeductions, such as the anount and pl ace of each
separate expenditure, the property's business and total usage,
the date of the expenditure or use, and the busi ness purpose for
an expenditure or use. Sec. 274(d); sec. 1.274-5T(b), Tenporary
I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985). To
substanti ate a deduction by neans of adequate records, a taxpayer
must mai ntain an account book, diary, |og, statenent of expense,
trip sheets, and/or other docunentary evidence, which, in
conbi nation, are sufficient to establish each el enent of
expenditure or use. Sec. 1.274-5T(c)(2)(i), Tenporary |Inconme Tax
Regs., 50 Fed. Reg. 46017 (Nov. 6, 1985).

Petitioner provided a calendar with circled nunbers that
all egedly represent the total nunber of mles driven each day for
busi ness purposes. Petitioner also had a hand-witten sheet with
the total business and nonbusiness mles traveled during the year
in his car and truck. There was no nention in any docunent of
where petitioner travel ed, who he visited, or the business
pur pose of each trip. Mny notations appear to be personal in
nature. Even assum ng petitioner had a trade or business, these
records are not adequate to satisfy the requirenents of section
274. W sustain respondent's determnation as to this issue.

Petitioners reported a $12, 000 annual installment paynment
fromthe sale of their home and farmas inconme on their Schedul e

F, Profit or Loss From Farm ng, under "Sal es of |ivestock,
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produce, grains, and other products you raised". Respondent
determ ned that the $12,000 install ment paynment should not have
been reported on Schedule F, but it should have been reported on
Schedul e D as capital gain income of $6,619. Petitioner appeared
to agree to this adjustnent. W sustain respondent’s
determ nation

Respondent al so disall owed $11,561 of the deductions on
petitioners' Schedule F. The deductions consist of $10,600 of
| egal fees, $100 of accounting fees, $3 for office expense, $434
of tel ephone expense, $224 of m scell aneous expense, and $200 of
other interest expense. Respondent contends that the expenses
are not farm expenses and that the majority of the expenses are
personal expenses. Aside fromthe legal fees, petitioners did
not substantiate the remaining $961 of cl ai med expenses.

Petitioner has been engaged in a |aw suit against the United
States for damage done to his cattle and famly when the U. S.
Arny allegedly disposed of nerve agents into the water supply of
the farm

Respondent concedes that petitioners paid $10, 600 of |egal
expenses in 1995 in connection with the lawsuits. Respondent
contends that the lawsuits were principally for personal injuries
suffered by petitioner and his famly, and that the | egal fees
woul d not be deducti bl e because any recovery fromthe | awsuits

woul d be nont axabl e under section 104.



Litigation expenses may be deducti bl e under either section

162 or section 212. Qill v. Conm ssioner, 112 T.C. 325, 328

(1999); Noons v. Comm ssioner, T.C Meno. 2000-106. Section

162(a) allows a deduction for all ordinary and necessary expenses
paid or incurred during the taxable year in carrying on any trade
or business. Under section 212, a taxpayer may deduct all the
ordi nary and necessary expenses paid or incurred during the

t axabl e year for the production or collection of inconme, if such

inconme will be taxable when received. Andrews v. Conni Ssioner,

T.C. Meno. 1992-668; Or v. Conmissioner, T.C. Menp. 1992-566;

sec. 1.212-1(a), Inconme Tax Regs. Section 265(a)(1) provides
that no deduction is allowable for expenses allocable to incone
which is wholly exenpt fromincone tax.

In the lawsuit, petitioners "claimthat they suffered

personal injuries and property damage". Land v. United States,

35 Fed. O . 345, 346 (1996), affd. 37 Fed. O . 231 (1997). Under
section 104(a)(2), gross incone does not include "the anount of
any damages received (whether by suit or agreenment * * *) on
account of personal injuries or sickness". Any damages that
petitioners potentially could have received on account of their
personal injuries would not be taxable under section 104.
Therefore, the expenses associated with the personal injury
portion of their suit are not deductible. Sec. 265.

Petitioners provided no allocation of the fees they paid.

Nevert hel ess, we recognize that sonme part of the |legal fees was
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busi ness expenses. Where the Court is satisfied that the
taxpayer is entitled to sone deduction but where the records are
i nadequate to establish the anmount of the deduction, the Court
may nmake an approxi mation of the anpbunt of the deduction. Cohan

V. Comm ssioner, 39 F.2d 540 (2d Cr. 1930). In such cases we

are cautioned to bear heavily against the taxpayer “whose

i nexactitude is of his own making.” Cohan v. Conm ssioner, supra

at 544. W find that $2,000 of the |egal fees are deductible
under section 162.

To the extent that we have not addressed any of the parties
argunents, we have consi dered them and concl ude they are w t hout
merit.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.




