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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

PARR, Judge: Respondent determ ned deficiencies in, an

addition to, and an accuracy-related penalty on petitioners’



Federal incone taxes as foll ows:

Addition to tax Accuracy-rel ated penalty
Year Defi ci ency sec. 6651 sec. 6662(a)
1991 $18, 438 $2, 880 $3, 688
1992 868 -- --
1993 582 -- --

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. All dollar anmpbunts are rounded to the
nearest dollar. References to petitioner are to M guel Espinoza
Mont oya.

After concessions,! the issues for decision are: (1)

Whet her petitioners realized capital gain in 1991 fromthe

i nvol untary conversion of their property used in a trade or
business. W hold they did to the extent set out below (2)
Whet her petitioners are liable for the addition to tax for
failure to tinely file their 1991 Federal incone tax return. W
hold they are. (3) Whether petitioners are liable for the

accuracy-rel ated penalty pursuant to section 6662(a) either for

Petitioners concede that they realized $18,517 of ordinary
incone in 1991. This is the total amobunt of the depreciation
al l owed previously on their involuntarily converted busi ness
property. See sec. 1245. The parties have resolved the issue of
t he amount of the Schedul e F depreciation deduction that is
al lowable with respect to each of petitioners' 1991, 1992, and
1993 taxabl e years.
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negli gence or disregard of rules or regulations or for the
substanti al understatenent of their 1991 incone tax. W hold
petitioners are liable for the penalty for negligence or
di sregard of rules or regulations.

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
i ncorporated herein by this reference. At the tine the petition
in this case was filed, petitioners resided in Kernan,
Cal i forni a.

FI NDI NGS OF FACT
In the second half of the 1980's, petitioner was frequently

away from hone while working in the construction industry.
Petitioner thought that it would be nore econom cal to buy a used
G eyhound bus and convert it into a notor hone, which he would
live in when he was working away from hone, than to pay for
comerci al |odging and food. Accordingly, in March 1985,
petitioners purchased a previously owed 1962 GVC Coach (bus) for
$14, 359.

The bus required repairs to the clutch and transm ssi on,
whi ch were made shortly after purchase. The first itemthat
petitioners purchased as part of the conversion process was a
generator. During 1985, petitioner painted the body, conpleted
t he bedroom and added wood paneling, lights, curtains, chairs, a

couch, and bat hroom pl unbi ng, including hol ding tanks for potable



and waste water. By the end of 1986, petitioner had replaced the
front bunper, repainted the body, added a furnace, and conpl et ed
t he bat hroom and the kitchen, including cabinets.

Petitioners placed the bus in service as a business vehicle
in 1985. Petitioners reported that they made inprovenents
totaling $2,099 in 1985 and $2,883 in 1986. Petitioners clained
deductions totaling $18,517 between 1985 and 1989 for
depreciation, including a $2,099 deduction in 1985 pursuant to
section 179.

I n Decenber 1990, the bus was destroyed by fire. 1In early
1991, petitioners received $58,475 fromtheir insurance provider
for the replacenment value of the converted bus. Rather than
repeat the conversion process on a different bus, petitioners
used the insurance proceeds to buy | and.

Petitioners filed their 1991 tax return on January 26, 1993.
Petitioners did not request an extension of time to file their
income tax return for the year in issue. Petitioners never
reported any gain or loss fromthe disposition of the bus.

OPI NI ON

| ssue 1. VWhether Petitioners Realized Capital Gain

Respondent determ ned that petitioners' adjusted basis in
the bus was $824, and that petitioners realized $18,517 of
section 1245 gain and $39,134 of capital gain fromits

di sposition. Petitioners concede the section 1245 gai n; however,



they assert that they did not realize any capital gain fromthe
conversion as their basis in the bus was equal to the anmount of
t he insurance proceeds received. Petitioners' argunent
essentially is that their adjusted basis in their depreciable
property is not decreased by depreciation that they did not claim
as a deduction on their Federal inconme tax returns.

Respondent's determ nations of fact are presunptively
correct, and petitioners bear the burden of proving otherw se.

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

Petitioner testified that he constantly made i nprovenents to
the bus that he did not report or depreciate. Petitioners kept
nost of the receipts pertaining to the conversion in the bus.
Thus, when the bus burned, the receipts were destroyed. However,
petitioners were able to submt a few receipts for materials used
in the conversion that total $2,231.02 for 19852 and $431.74 for
1986. At trial, petitioners submtted a list they prepared of

the conversion itens and their approximate costs. W found

2Petitioners submtted dated receipts for 1985 that total ed
$561. 27 and an undated receipt for $1,669.75. The undated
receipt is fromKanpers Wrld and is made out to petitioner. One
of the items listed on the receipt is a generator for $1,590. As
petitioner testified that the first itemthat he purchased for
t he conversion was a generator, we have assigned this cost to the
year 1985.



- 6 -

petitioner to be a credible wtness and accept his testinmony with
respect to these itens and their cost.?3

Petitioners placed the bus in service in 1985. According to
petitioner, nost of the expenditures for the listed conversion
itenms were made in 1985. The expenditures for the conversion
items in that year total $21,400; however, on their return
petitioners reported only $2,099 for inprovenents to the bus,
whi ch t hey deducted pursuant to section 179.

During 1986 petitioners expended a total of $4,600 to
recondition the front bunper, install the furnace, repaint the
body, and finish the kitchen and the bathroom On their return
for 1986, petitioners reported only $2,883 as the cost of
i nprovenents made to the bus in that year

For purposes of cal cul ati ng depreciation, petitioners' bus
is 5-year property. See sec. 168(c)(2)(B), I.R C 1954 (as

anmended) ;* Rev. Proc. 83-35, 1983-1 C. B. 745, 746. It appears

%Petitioners' list included $780 for personal itens that
were in the bus when it burned. W do not consider this anount
as it is not part of the basis of the bus. Petitioners' |ist

al so included an acquisition cost for the bus that is slightly

hi gher than the anmount stipulated. W reject the anpunt on
petitioners' list as it is contrary to the stipulated acquisition
cost .

“The bus was placed in service in 1985; thus, the nethod of
accounting for the depreciation of the bus is the accel erated
cost recovery system (ACRS) as provided by I.R C. 1954 (as
anended). Under ACRS, the depreciation deduction is calcul ated
by multiplying the asset's unadjusted basis by the appropriate

(conti nued. ..)



fromthe returns that petitioners' nethod of accounting for
depreci ation was to recover the acquisition and i nprovenent costs
reported in 1985 separately fromthe inprovenent costs reported
in 1986. Petitioners expended a total of $40, 359 during 1985 and
1986 to acquire and convert the bus into a notor hone; however,
they claimed only $18,517 in total depreciation from 1985 through
1989. 5

Pursuant to section 1011(a), the adjusted basis for
determning the gain or loss fromthe sale or other disposition
of property is the cost of the property determ ned under section
1012 adjusted as provided in section 1016. Section 1016(a)(2)
provides, in effect, that the basis of the property shall be
adj usted by the anobunt of depreciation previously allowed, but
not | ess than the anmount allowable, with respect to the property.
Depreci ation "allowed" is the anmount actually deducted by the
t axpayer and not chall enged by the Comm ssioner. See Virginhnian

Hotel Corp. v. Helvering, 319 U.S. 523, 527 (1943).

Consequently, the taxpayer's basis in a depreciable asset is

4C...continued)
recovery percentage obtained fromstatutory tables for the
taxabl e year in question. See sec. 168(b), I.R C. 1954 (as
anmended) .

*Petitioners did not claima depreciation deduction for
1990, the year the notor honme was destroyed. No ACRS deduction
is allowable for the taxable year in which a taxpayer disposes of
property that is not real property or |owincome housing. See
sec. 168(d)(2)(B), I.R C. 1954 (as anended).



- 8 -

reduced by the greater of the anobunt of depreciation that is
allowed or allowable in a tax year.

The expenditures that petitioners nmade in 1985 to acquire
and i nprove the bus woul d have been recovered conpletely in 1989.
See sec. 168(b)(1), I.R C 1954 (as anended). Although it may
seem a harsh result as petitioners did not claimthe full anount
of depreciation allowable, these costs provide petitioners no
basis in 1990. The expenditures that petitioners made in 1986 to
i nprove the bus woul d have been recovered conpletely in 1990;
however, as the bus was destroyed in that year, no deduction is
al l oned. See sec. 168(d)(2)(B), I.R C. 1954 (as anended).
Accordingly, we find that petitioners had an adjusted basis in
the bus at the tinme of the involuntary conversion that is equal
to the percentage of the costs incurred during 1986 all owabl e for
recovery in 1990. That basis and the consequent anount of gain
that petitioners nust recogni ze can be determ ned by the parties
in their Rule 155 cal cul ati ons.

| ssue 2. Addition to Tax for Failure To Tinely File

Respondent determ ned that petitioners are liable for the
addition to tax pursuant to section 6651(a)(1l) for 1991. Section
6651(a) (1) inposes an addition to tax for failure to file a
return on the date prescribed (determned with regard to any
extension of time for filing), unless the taxpayer can establish

that such a failure is due to reasonabl e cause and not due to



willful neglect. The addition to tax is 5 percent of the anount
required to be reported on the return for each nonth or fraction
t her eof during which such failure to file continues, but not to
exceed 25 percent in the aggregate. See sec. 6651(a)(1).

Because petitioners are cal endar year taxpayers, their 1991
return was due on April 15, 1992. See sec. 6072(a). Petitioners
stipulated that they did not request an extension of tine to file
their 1991 incone tax return and that it was filed on January 26,
1993. Petitioners' return was not tinely filed. Therefore,

unl ess petitioners can show that their failure to tinely file
their return was due to reasonabl e cause and not due to w | ful
negl ect, respondent's determ nation will be sustained.

The term "reasonabl e cause" as set forth in section
6651(a) (1) has been defined as the exercise of ordinary business
care and prudence. See sec. 301.6651-1(c)(1), Proced. & Adm n.
Regs. "WIIful neglect"” nmeans a "conscious, intentional failure

or reckless indifference." See United States v. Boyle, 469 U S

241, 245 (1985). The question of whether a failure to file a
tinmely return is due to reasonabl e cause and not w |l ful neglect
is one of fact, on which petitioners bear the burden of proof.

See Rule 142(a); Conm ssioner v. WAl ker, 326 F.2d 261, 264 (9th

Cr. 1964), affg. in part and revg. in part on another ground 37

T.C. 962 (1962); BJR Corp. v. Conm ssioner, 67 T.C 111, 131

(1976).
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Petitioner testified that he thought he was entitled to a
tax refund, and that taxpayers who are entitled to a refund are
not required to request an extension if they file after the due
date. Petitioner's testinony included the statenent "I don't
know where | canme up with that idea"

Petitioners' erroneous belief that no taxes are due does not
constitute reasonable cause for the failure to tinely file their

i ncone tax return. See Krieger v. Conm ssioner, T.C. Mnob. 1993-

347, affd. w thout published opinion 64 F.3d 657 (4th Cr. 1995);

Adans v. Comm ssioner, T.C. Menop. 1982-223, affd. w thout

publ i shed opinion 732 F.2d 159 (7th Cr. 1984). Under these

ci rcunst ances, we conclude that petitioners' failure to tinely
file their inconme tax return for 1991 was not due to reasonable
cause. Accordingly, we hold that the addition to tax pursuant to
section 6651(a) is properly inposed.

| ssue 3. Accuracy-Rel ated Penalty

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty pursuant to section 6662(a) for either
negl i gence or disregard of rules or regulations or the
substanti al understatenent of incone tax. Section 6662 provides
for the inposition of a penalty equal to 20 percent of the
portion of an underpaynent which is attributable to negligence or
disregard of rules or regulations. See sec. 6662(a) and (b)(1).

For purposes of this section, the term "negligence" includes any
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failure to make a reasonable attenpt to conply with the
provi sions of the internal revenue |l aws, to exercise ordinary and
reasonable care in the preparation of a tax return, and to keep
adequat e books and records or to substantiate itens properly.
See sec. 1.6662-3(b)(1), Incone Tax Regs. The term "disregard"”
i ncl udes any carel ess, reckless, or intentional disregard of
rules or regulations. See sec. 6662(c).

The burden is on the taxpayer to prove the Comm ssioner's
inposition of the penalty is in error. See Betson v.

Comm ssi oner, 802 F.2d 365, 372 (9th Cr. 1986), affg. in part

and revg. in part T.C Menp. 1984-264; LaVerne v. Conm SSioner,

94 T.C. 637, 652 (1990), affd. w thout published opinion 956 F.2d

274 (9th Cr. 1992); Lunman v. Comm ssioner, 79 T.C. 846, 860-861

(1982); Bixby v. Conmm ssioner, 58 T.C 757, 791 (1972). Except

for petitioner's testinony that he thought the insurance proceeds
were not taxabl e because they were conpensation for the casualty
| oss, petitioners did not address this issue at trial.

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 a reasonabl e cause for the taxpayer's
position with respect to that portion and that the taxpayer acted
in good faith with respect to that portion. See sec. 6664(c)(1).

The determ nation of whether a taxpayer acted with

reasonabl e cause and good faith within the neaning of section
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6664(c) (1) is made on a case-by-case basis, taking into account
all pertinent facts and circunstances. See sec. 1.6664-4(b) (1),
| ncone Tax Regs. The nost inportant factor is the extent of the
taxpayer's efforts to assess the taxpayer's proper tax liability.
See i1d.

In this case, petitioners were negligent and di sregarded
rules or regulations. Petitioners received $58,475 fromthe
i nsurance conpany for their loss of the bus. The acquisition
cost of the bus plus the cost of petitioners' |listed itens total
no nore than $40,359. Furthernore, petitioners clainmed $18, 517
of depreciation deductions, which decreased their basis in the
bus.

Al t hough the anount that petitioners received fromthe
i nsurance conpany for the converted bus substantially exceeded
their basis, even w thout considering the depreciation charges,
petitioners never reported any portion of the insurance proceeds
as inconme. In addition, although petitioner testified that he
had no knowl edge of tax law, petitioners apparently did not seek
t he advi ce of anyone who coul d have inforned them of their proper
tax liability.

It is evident fromthe record that petitioners did not make
a reasonable attenpt to conply with the internal revenue |aws or
to exercise ordinary and reasonable care in the preparation of

their tax return. Finally, we do not find that there was
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reasonabl e cause for petitioners' reporting position or that they
acted in good faith. Respondent is sustained on this issue.®
To reflect the foregoing,

Decision will be entered

under Rul e 155.

®Because we have found that petitioners are liable for the
accuracy-rel ated penalty for negligence or disregard of rules or
regul ati ons, we need not decide the issue of whether petitioners
are liable for the penalty for the substantial understatenent of
income tax. See sec. 1.6662-2(c), Inconme Tax Regs.



