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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a deficiency of

$15,619 in petitioner’s Federal incone tax for 2007 and an
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accuracy-rel ated penalty under section 6662(a)! of $3,124.2
After concessions,® the issues for decision are: (1) Wether
petitioner substantiated deductions clained on her Schedule C,
Profit or Loss From Busi ness, and Schedul e E, Suppl enmental |ncone
and Loss; (2) whether petitioner substantiated deductions for
medi cal expenses, charitable contributions, and honme nortgage
interest;* and (3) whether petitioner is liable for an accuracy-
rel ated penalty under section 6662(a).°
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of facts and the attached exhibits are
incorporated herein by this reference. Petitioner resided in

II'linois at the tinme the petition was filed.

1 Unless otherwi se indicated, all 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
Pr ocedure.

2 Al amobunts are rounded to the nearest dollar.

3 Petitioner concedes that she failed to report ganbling
i ncone of $2,500 on her Form 1040, U.S. Individual Inconme Tax
Return, for 2007. Respondent concedes that the $12,960 of Soci al
Security incone petitioner received on behalf of her m nor
chil dren was not taxabl e.

4 Petitioner clained the standard deducti on on her 2007 tax
return. At trial petitioner stated that she would like to
item ze her deducti ons.

> Adjustnents made to petitioner’s self-enploynent tax,
child tax credit, and earned incone credit are conputational and
wi |l be resolved by our hol ding herein.
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During 2007 petitioner owned and operated an incone tax
return preparation business (tax return business).® Petitioner
operated her tax return business out of an apartnent buil ding
(buil ding) that she owned. The building consisted of two floors,
Wi th separate apartnents on each floor, and a basenent.

Petitioner used the first floor apartnent (unit one) for her tax
return business. Petitioner used the basenent and part of the
second floor apartnent (unit two) for her personal residence.’
Petitioner rented the portion of unit two that she did not use as
her personal residence.® |In 2007 petitioner paid nortgage
interest and points of $14,971 on the buil ding.

Petitioner prepared her Form 1040 for 2007. She attached a
Schedule C for her tax return business and attached a Schedul e E
to report her gross inconme and expenses related to her rental
activity.

On her Schedule C petitioner reported gross receipts of

$87,994 and total expenses of $73,503. Respondent disallowed all

6 Petitioner had been enployed as an incone tax return
preparer since 1995 before she opened her own tax return business
in 2004.

" Unit one is the sanme size as unit two. Petitioner did
not know t he exact square footage of the building or each unit.

8 Respondent treated the rented room as one-sixth of the
bui l di ng for purposes of the nortgage interest deduction
al l omance. Petitioner did not object to this or establish that
she rented a greater portion of the house. Thus, for al
rel evant purposes we treat petitioner as having rented one-sixth
of the building.
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or part of petitioner’s clainmed expenses for contract |abor,
repairs and mai ntenance, and utilities. Petitioner also clainmed
a nortgage interest deduction of $7,250 on her Schedule C.

On her Schedule E petitioner reported rents received of
$4, 800 and expenses relating to her rental activity of $15, 887.
The expenses included $7,250 of nortgage interest paid, of which
respondent disall owed $5, 148.

Petitioner did not elect to item ze her deductions but
rather clainmed the standard deduction. However, at trial
petitioner stated that she would i ke to item ze her deducti ons.
Petitioner stated that in 2007 she paid $12, 000 for nedi cal
expenses and contributed $12,350 to charities. In 2007
petitioner made a $195 cash contribution to Lakeshore Public
Tel evi sion, and on May 8, 2007, she contributed $2,400 to
Schnei der Public School. Petitioner also nmade several
contributions to Faith Deliverance Christian Center (Faith
Del i verance) during 2007. The contributions to Faith Deliverance
are evidenced by a letter fromthe church dated January 19, 2010,
i ndi cating that petitioner contributed a total of $7,500, and
several copies of checks, all for amounts of $250 or nore. |In
addition petitioner nmade several contributions to Progressive
Mnistries. These contributions are evidenced by a tithing
statenent from Progressive Mnistries dated January 19, 2010,

stating that petitioner contributed a total of $2,255, and
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several copies of checks, sone of which are for ampunts | ess than
$250.

OPI NI ON

Defi ci ency

The Conmm ssioner’s determ nations are generally presuned
correct, and the taxpayer bears the burden of proving the
determ nations erroneous. Rule 142(a). The taxpayer bears the
burden of proving that he or she is entitled to any deduction
claimed, and this includes the burden of substantiation. 1d.;

Hr adesky v. Conmm ssioner, 65 T.C 87, 90 (1975), affd. per curiam

540 F.2d 821 (5th Cr. 1976). A taxpayer mnust substantiate
anmounts cl ai ned as deductions by naintaining the records
necessary to establish he or she is entitled to the deductions.
Sec. 6001.

A. Schedul e C Expenses

On her Schedule C for her tax return business petitioner
reported $87,994 of gross inconme and $73,503 of total expenses.
Respondent denied all of petitioner’s clained $34,880 of contract
| abor expenses, $1,291 of petitioner’s claimed $4,000 utilities
expense, and $1, 837 of petitioner’s clained $7,800 repairs and

mai nt enance expense.
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Section 162(a) provides a deduction for certain business-

rel ated expenses.® 1In order to qualify for the deduction under

section 162(a), “an itemnust (1) be ‘paid or incurred during the

taxabl e year,’ (2) be for ‘carrying on any trade or business,

(3) be an ‘expense,’ (4) be a ‘necessary’ expense, and (5) be an

‘ordinary’ expense.” Conm ssioner v. Lincoln Sav. & Loan

Association, 403 U S. 345, 352 (1971); see also Conm ssioner v.

Tellier, 383 U. S. 687, 689 (1966) (the term “necessary” inposes
“only the mniml requirenent that the expense be ‘appropriate
and hel pful’ for ‘the devel opnent of the [taxpayer’s] business’”

(quoting Welch v. Helvering, 290 U.S. 111, 113 (1933))); Deputy

v. du Pont, 308 U S. 488, 495 (1940) (to qualify as “ordinary”,
t he expense nust relate to a transaction “of common or frequent
occurrence in the type of the business involved’). Wether an
expense is ordinary is determned by tine, place, and

circunstances. Wlch v. Helvering, supra at 113-114.

| f a taxpayer establishes that he or she paid or incurred a
deducti bl e busi ness expense but does not establish the anmount of
t he expense, we may approxi mate the anount of the all owabl e
deduction, bearing heavily against the taxpayer whose

i nexactitude is of his or her own nmaking. GCohan v. Conm ssioner,

39 F. 2d 540, 543-544 (2d Cir. 1930). 1In order for the Court to

® On the other hand, sec. 262(a) generally disallows a
deduction for personal, living, or famly expenses.
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estimate the anount of an expense, the Court nust have sone basis
upon which an estimate may be made. [d. at 542-543. W thout
such basis, any all owance woul d anount to ungui ded | argesse.

Wllianms v. United States, 245 F.2d 559, 560-561 (5th Cr. 1957).

Petitioner presented cancel ed checks, bank account
statenents, receipts, and invoices purporting to substantiate
various itens clained as busi ness expense deductions. These
records are not well organi zed and have not been submtted to the
Court in a fashion that allows for easy association with the
portions of deductions that remain in dispute. Nevertheless, we
make what sense we can with what we have to work with and
summarize our findings in the foll ow ng paragraphs.

1. Contract Labor

In general, paynents made or incurred by a trade or business
for personal services rendered are ordi nary and necessary
busi ness expenses and may be deducted under section 162. Sec.
1.162-7(a), Inconme Tax Regs. Petitioner clainmed on her Schedul e
C a deduction of $34,880 for contract |abor. Respondent
di sall owed the entire anount for |ack of substantiation. None of
t he nunerous receipts petitioner offered in support of her
cl ai ned contract |abor expense were for contract |abor.1

However, sonme of the receipts were for valid business expenses

10 For exanple, petitioner introduced receipts for blinds,
carpet, repairs, and furniture.
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properly deductible el sewhere on petitioner’s Schedule C. W
permt those expenses to be deducted and di scuss them below in
t he appropri ate expense category.

At trial petitioner attenpted to claima deduction for
addi tional contract | abor expenses. Petitioner introduced
phot ocopi es of checks and a few pages of soneone’s handwitten
ti mesheet. The checks are photocopi ed such that the dates are
m ssing or inconplete, and the full amount cannot be determ ned
for one of the checks. These records are inconplete, and there
is not enough information to permt a reasonable estinmate.
Accordi ngly, respondent’s conpl ete di sall owance of petitioner’s
$34, 880 deduction for contract |abor is sustained.

2. Mor t gage | nt er est

Petitioner clainmed a deduction of $7,250 for nortgage
interest related to her tax return business. Petitioner is
permtted to deduct on her Schedule C only the nortgage interest
associated with her tax return business. See sec. 162(a);

Cof fman v. Conm ssioner, T.C Meno. 2000-7 (permtting nortgage

interest relating to hone office to be deducted on Schedul e C)
Petitioner paid $14,971 in nortgage interest for the building in
2007. One-third of the building was used for petitioner’s tax
return business. Thus, petitioner is entitled to deduct one-

third of the nortgage interest, or $4,990, on her Schedule C
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3. Repai rs and Mii nt enance

On her Schedule C petitioner clainmed a deduction of $7,800
for repairs and nmmi ntenance. Respondent allowed only $5, 963. 1!
Petitioner introduced no evidence with respect to the portion of
the repairs and mai nt enance expense respondent deni ed.
Petitioner did, however, attenpt to deduct $100 for repair work
on unit one’'s security systemas contract |abor. This expense is
properly deductible as a repairs and mai ntenance expense. Thus,
in addition to the repairs and mai ntenance expense allowed in the
notice of deficiency, petitioner is entitled to deduct an
addi ti onal $100.

4. Uilities

Petitioner clainmed a deduction of $4,000 on her Schedule C
for utilities. Respondent allowed only $2,709. After review ng
t he evidence we conclude that petitioner is entitled to deduct
nore than respondent allowed but |ess than what she clainmed. To

substantiate her utilities expense deduction, petitioner provided

11 Respondent allowed the follow ng repair expenses:
$2,100 to Hugo Gonez (carpet), $438 to Butler Hone (doors), $60
to Conplete Relief (heating repair), $57 to Wal-Mart (totes),
$298 Anna’'s Linen (wi ndow treatnent), $600 to Rossi Custom (| anps
and tables), $2,360 to Rossi Custom (furniture), and $50 to
Century Tile (nmeasuring for carpet). Several of these expenses
wer e expenses petitioner had clained for contract | abor.
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her nmonthly statenents for gas, electricity, and security alarm
servi ce. 12

According to her gas and electric statenents, in 2007
petitioner paid $2,787 for gas and $685 for electricity for unit
one. Petitioner paid $27 per nonth for security alarm services
for unit one, for a total of $324 paid during 2007.

Accordingly, petitioner is entitled to deduct $3,796 for
utilities on her Schedule C. Thus, in addition to the utilities
expense deduction allowed in the notice of deficiency, petitioner
is entitled to deduct $1, 087.

5. Depr eci ati on

Petitioner listed no depreciation expense on her Schedule C
However, during 2007 petitioner purchased several depreciable
items. She did not depreciate the costs of these itens but
instead clainmed the costs as contract |abor expenses. Petitioner
must depreciate the property she purchased in 2007 for her tax
return business if the property has a useful life greater than 1

year. See sec. 167; Bruns v. Commi ssioner, T.C Meno. 2009-168

(requiring taxpayer to depreciate cost of CD player and furniture
because they had expected useful |ife greater than 1 year). The
foll owi ng expenses nmust be depreciated: $850 for blinds (Eddie

Z), $1,133 for vacuum (Oreck), $135 for desk (Staples), $260 for

12 The utilities were billed separately to each unit; thus,
the utility bills for petitioner’s tax return business are
separate fromthe utility bills for her personal residence.
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draw file (Staples), $4,803 for dining set (Wckes), and $633 for
fence (Ramrez Iron Wrks).

The expenses petitioner incurred for siding and tuckpointing
the building are capital expenditures. Capital expenditures
i ncl ude any amount paid for permanent inprovenents or betternents
made to increase the value of any property. See sec. 263(a)(1).
A taxpayer is not entitled to deduct a capital expenditure but
may be all owed a depreciation deduction if the property is used
in a trade or business or is held for the production of incone.

Secs. 263(a)(1l), 167; see INDOPCO, Inc. v. Conmm ssioner, 503 U. S.

79, 83-84 (1992). Petitioner nust capitalize the $2,859 paid for
siding (Gace Hone | nprovenents) and the $1,467 paid for
tuckpointing (G ace Honme I nprovenents). Section 168(c) provides
that the recovery period for nonresidential real property is 39
years. Petitioner has not suggested that any of the shorter
recovery periods listed in section 168(c) applies. |Inprovenents
made to real property are depreciated using the sane recovery
period applicable to the underlying property as if the underlying
property were placed in service at the tinme the inprovenents were
made. Sec. 168(i)(6). Therefore, the anobunts nust be
capitalized with a 39-year recovery period.

The parties shall determne in their Rule 155 conputations
t he exact anobunt of the depreciation deduction to which

petitioner is entitled.
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B. Schedule E Mortgage | nterest Deduction

Petitioner reported on her Schedule E rents received of
$4, 800 and expenses of $15,887 associated with her rental
activity.® Petitioner clained a deduction of $7,250 for
nortgage interest, and respondent allowed only $2,102. Section
212 permts a deduction for all ordinary and necessary expenses
paid or incurred during the taxable year for the production or
coll ection of income and for the managenent, conservation, or
mai nt enance of property held for the production of incone.
Therefore, petitioner is entitled to deduct the anmount of the
nortgage interest paid that relates to her rental activity.
Petitioner used one-sixth of the building for her rental
activity. Thus, in addition to the nortgage interest expense
allowed in the notice of deficiency, petitioner is entitled to
deduct $393 on her Schedule E. *

C. Schedule A

As stated above, petitioner did not elect to item ze her
deductions for 2007. At trial, however, petitioner stated that

she would like to item ze her deductions so that she coul d deduct

13 Respondent did not argue that petitioner failed to
actively participate in her rental real estate activity and would
therefore be unable to take advantage of the $25,000 offset for
rental real estate activities under sec. 469(i).

4 This anount is nore than what respondent all owed because
respondent cal cul ated the nortgage interest deduction using a
nort gage interest expense of $12,608 but we found petitioner had
$14,971 of nortgage interest expense for 2007.
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medi cal expenses paid and charitable contributions nade in 2007.

See Carter v. Conm ssioner, T.C Meno. 1976-23 (stating that the

standard deduction election is “not an irrevocabl e one”).
Petitioner clainms that she paid $12,000 for nedical expenses and
made charitable contributions of $12,350. Respondent argues that
petitioner is not entitled to the deductions for nedical expenses
and charitable contributions.

1. Medi cal Expense

Section 213(a) generally allows a deduction for expenses
paid during a taxable year, not conpensated for by insurance or
ot herwi se, for nedical care of the taxpayer, his or her spouse,
or dependents, to the extent that such expense exceeds 7.5
percent of adjusted gross inconme. To substantiate nedical
expenses under section 213, the taxpayer nust furnish the nanme
and address of each person to whom paynent was made and the
anount and date of each such paynent. See sec. 1.213-1(h),
| nconme Tax Regs. Petitioner has not established that she nade
any unconpensated paynents for nedical expenses in 2007.
Accordingly, petitioner is not entitled to deduct her clainmed
medi cal expenses.

2. Mort gage | nterest Expense

Home nortgage interest is generally deductible under section
163(a), subject to the requirenents of subsection (h).

Therefore, petitioner is entitled to deduct the nortgage interest
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attributable to the portion of the building she used as her
residence. Petitioner used the basenent and nost of the second
fl oor as her personal residence. Thus, petitioner is entitled to
deduct $7,486 for hone nortgage interest.?®

3. Charitable Contribution

In general, a taxpayer is entitled to deduct charitable
contributions nmade during the taxable year to or for the use of
certain types of organizations. Sec. 170(a)(1), (c). A taxpayer
is required to substantiate charitable contributions; records
must be maintained. Sec. 6001; sec. 1.6001-1(a), I|ncone Tax
Regs. A contribution of cash in an amount | ess than $250 may be
substantiated with a cancel ed check, a receipt, or other reliable
evi dence show ng the nane of the donee, the date of the
contribution, and the anount of the contribution. Sec. 1.170A-
13(a) (1), Inconme Tax Regs.

Contributions of cash or property of $250 or nore require
t he donor to obtain contenporaneous witten acknow edgnent of the

donation fromthe donee.'® Sec. 170(f)(8). At a mnimm the

15 Schedul e A nortgage interest deduction = $14,971 (total
nortgage interest) x 2/3 (portion of building used as personal
residence) - $2,495 (nortgage interest attributable to rental
busi ness) .

1 |f a taxpayer nmakes separate contributions of |less than
$250 to a donee organi zation during a taxable year, they are not
required to obtain contenporaneous witten acknow edgnment even if
the sum of the contributions is $250 or nore. Sec. 1.170A-13(f),
| ncome Tax Regs.
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cont enporaneous witten acknow edgnent nust contain a description
of any property contributed, a statenent as to whether any goods
or services were provided in consideration, and a description and
good faith estimate of the value of any goods or services
provided in consideration. Sec. 170(f)(8)(B). A witten
acknow edgnent is contenporaneous if it is obtained by the
t axpayer on or before the earlier of (1) the date on which the
taxpayer files a return for the taxable year in which the
contribution was made, or (2) the due date (including extensions)
for filing such return. Sec. 170(f)(8)(C

a. Lakeshore Public Tel evi sion

Petitioner is entitled to deduct the $195 she contributed to
Lakeshore Public Tel evision. The cash contribution was for |ess
t han $250 and was substantiated by a receipt evidencing the nane
of the donee, the date of the contribution, and the anmount of the
contribution. See sec. 1.170A-13(a)(1l), Incone Tax. Regs.

b. Schnei der School

Petitioner is not entitled to a deduction for the $2,400 she
contributed to Schneider School. The contribution nust be
substanti ated by a cont enporaneous witten acknow edgnent because
it was for nore than $250. Although petitioner received a
recei pt fromthe Chicago Public Schools, it does not qualify as a

cont enporaneous witten acknow edgnent because it does not state
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whet her she received any goods or services in exchange for her
contribution. See sec. 170(f)(8)(B)(ii).

C. Faith Deliverance

Petitioner is not entitled to deduct the $7,500 she
contributed to Faith Deliverance. Petitioner introduced a letter
fromthe church dated January 19, 2010, and copi es of several
checks, each for nore than $250 and nmade out to the church’'s
pastor and his wife. The letter does not state whether
petitioner received goods or services in exchange for
contribution and was not received by the earlier of her return’s
filing date or its due date of April 15, 2008. See sec.
170(f)(8)(B)(ii), (C. Thus, there is no contenporaneous witten
acknow edgnent fromthe donee that would permt petitioner to
deduct the contributions.

d. Progressive Mnistries

Petitioner is entitled to deduct $375 of the $2, 255
contributions she nmade to Progressive Mnistries. To
substantiate the Progressive Mnistries contributions, petitioner
i ntroduced checks nmade out to Progressive Mnistries and a 2007
tithing statement from Progressive Mnistries dated January 19,
2010. Because petitioner did not receive the tithing statenent
by the earlier of her return’s filing date or its due date of
April 15, 2008, it is not a contenporaneous witten

acknowl edgnent. See id. Thus, petitioner does not have proper
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substantiation for the contributions of $250 or nore. However,
the tithing statenent and cancel ed checks substanti ate
petitioner’s contributions of |ess than $250. See sec. 1.170A-
13(f)(1), Inconme Tax Regs. Thus, petitioner is entitled to
deduct the followi ng charitable contributions: $175 contri buted
on July 29, 2007; $100 contributed on Septenber 9, 2007; and $100
contri buted on Novenber 25, 2007

Accordingly, petitioner is entitled to deduct $570 for
charitable contributions nmade during 2007. Petitioner’s item zed
deducti ons of $8, 056 exceed her head of household standard
deduction of $7,850, thus she can itemi ze her deducti ons.

Il1. Section 6662(a) Penalty

Pursuant to section 6662(a) and (b)(1) and (2), a taxpayer
may be liable for a penalty of 20 percent of the portion of an
under paynent of tax: (1) Due to negligence or disregard of rules
or regulations or (2) attributable to a substanti al
understatenent of incone tax. “Negligence” is defined as any
failure to make a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code; this includes a failure
to keep adequat e books and records or to substantiate itens
properly. Sec. 6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs.
Negl i gence has al so been defined as the failure to exercise due
care or the failure to do what a reasonabl e person would do under

the circunstances. See Allen v. Conmissioner, 92 T.C. 1, 12
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(1989), affd. 925 F.2d 348, 353 (9th Gr. 1991); Neely v.

Conmm ssioner, 85 T.C. 934, 947 (1985). *“Disregard” neans any

carel ess, reckless, or intentional disregard. Sec. 6662(c).
“Understatenent” nmeans the excess of the anount of the tax
required to be shown on the return over the anount of the tax

i nposed which is shown on the return, reduced by any rebate.

Sec. 6662(d)(2)(A). A “substantial understatenent” of incone tax
is defined as an understatenent of tax that exceeds the greater
of 10 percent of the tax required to be shown on the tax return
or $5,000. Sec. 6662(d)(1)(A). The understatenent is reduced to
the extent that the taxpayer has: (1) Adequately disclosed his
or her position and has a reasonabl e basis for such position, or
(2) has substantial authority for the tax treatnent of the item
Sec. 6662(d)(2)(B). The burden of production is on the

Comm ssioner to produce evidence that it is appropriate to inpose

the rel evant penalty. See sec. 7491(c); Higbee v. Conmm ssioner,

116 T.C. 438, 446 (2001).

Petitioner’s records were insufficient to substantiate
several of her clained deductions, and she failed to keep
adequat e books and records. Furthernore, petitioner, a tax
return preparer with nore than 15 years’ experience, inproperly
deducted the cost of nunerous itens instead of depreciating the
itenms as required by law. Al though petitioner credibly testified

as to the business purpose for her clainmed deductions, her
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under paynment was still attributable to her negligence. See

Giggs v. Comm ssioner, T.C Menp. 2008-234 (taxpayer, who

credibly testified regarding profit notive of business ventures,
was liable for accuracy-rel ated penalty because he failed to
substanti ate nost cl ai med deductions and failed to keep adequate
books and records). Accordingly, respondent has net his burden

of production. See Smth v. Conmm ssioner, T.C Meno. 1998-33;

sec. 1.6662-3(b)(1), Incone Tax Regs.

The accuracy-related penalty is not inposed with respect to
any portion of the underpaynent as to which the taxpayer shows
that he or she acted with reasonabl e cause and in good faith.

Sec. 6664(c)(1l); H gbee v. Comm ssioner, supra at 448.

Petitioner offered no evidence that she acted with reasonabl e
cause and in good faith. Accordingly, we hold that petitioner is
liable for a section 6662(a) accuracy-related penalty due to
negl i gence or disregard of rules or regulations.?

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

7 Furthernore, petitioner would also have been liable for
a sec. 6662(a) penalty insofar as the Rule 155 conputations show
a substantial understatenent of incone tax.



