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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: In a notice of deficiency addressed to

petitioners, respondent determ ned deficiencies in incone tax and

penalties as foll ows:

Penal ty
Year Defi ci ency Section 6662(a)
1991 $92, 042 $18, 408

1992 47, 648 9, 530
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After concessions,! the issues for our consideration are:
(1) Whether petitioners are entitled to offset gross proceeds
reported on their 1991 and 1992 Schedules C, Profit or Loss From
Busi ness, by the anounts of $250,000 and $140, 000, respectively,
that they clained as cost of goods sold; and (2) whether
petitioners are |liable for the accuracy-rel ated penalty under
section 6662(a) for the 1991 and 1992 tax years.?

FI NDI NGS OF FACT

The parties’ stipulation of facts and the exhibits are
i ncorporated herein by this reference.

Petitioners resided at 455 Irwn Street, #201, San
Francisco, California, at the tinme their petition was filed.
David E. Newran (petitioner) is an entrepreneur who has been

involved in a wi de range of business opportunities for the

! The parties filed a stipulation of settled issues, whereby
petitioners conceded: (1) They are not entitled to Schedule C
secretarial expenses in the amobunt of $5,439 for the 1991 tax
year; (2) they are not entitled to Schedule C neals and
entertai nment expenses in the anmobunts of $73,554 and $12, 122 for
the 1991 and 1992 tax years, respectively; (3) they are not
entitled to Schedule C charity expenses in the amount of $8, 489
for the 1991 tax year; and (4) $46, 255 of their net operating
| oss carryback fromthe 1993 tax year to the 1991 tax year i s not
all owable. The parties also agree that the adjustnents in the
notice of deficiency to petitioners’ 1992 self-enpl oynent tax
deduction, 1992 item zed deductions, and 1991 and 1992 deducti ons
for exenptions are conputational adjustnments and wll be
determ ned after the remaining i ssues have been resol ved.

2 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable periods under
consideration, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.
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pur pose of securing both short- and long-termreturns on his
investnments. During the years at issue, petitioner was engaged
in a business activity with Peter Lee (Lee) involving the
purchase and resal e of conputer chips.

I n Decenber 1990, petitioner and Stanley M Friedman
(Friedman) executed a joint venture agreenent with Lee setting
forth the terns and conditions for the purchase and resal e of
conputer chips. According to the joint venture agreenent,
petitioner and Friedman were to invest approximtely $1 nillion
and $2 mllion, respectively, with Lee for the purchase and
resal e of conmputer chips. Although petitioner and Lee formalized
their arrangenent with a joint venture agreenent, nost of
petitioner’s transactions wth Lee were done on a handshake.

During the years at issue, petitioner advanced funds to Lee
in order to provide himw th the necessary capital to buy the
conputer chips. Lee would use these funds to purchase conputer
chips and then sell the chips to third parties. After the chips
were acquired by Lee and sold to third parties, Lee would return
the funds advanced by petitioner, and pay an additional specified
rate of return on those advanced funds. This specified return
represented sonme portion of Lee’s profit fromthe resale of the
chips. Lee also paid petitioner a conm ssion for referring other

i nvestors to him
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Wil e petitioner sonetinmes went to Lee’s office to view the
conputer chips that Lee had purchased, petitioner never took
possession of the chips, did not maintain any inventory or supply
of conputer chips, did not know the sales price of the conputer
chi ps, and did not maintain any records relating to the purchase
or sale of the conputer chips. The only records petitioner
mai nt ai ned were of the amount of funds that he advanced to Lee
and the anmount of the return that Lee owed himon those advances.

During 1991, petitioner received a return on his advances
and conmi ssions from Lee in the anmount of $799,550. During 1992,
petitioner received a return on his advances fromLee in the
amount of $340, 152. As of Decenber 31, 1991, Lee owed petitioner
expected returns of $250,000 on funds that petitioner had
advanced to him Likew se, as of Decenber 31, 1992, Lee owed
petitioner expected returns of $140,000 on funds that petitioner
had advanced to him

For the 1991 tax year, petitioners reported $799, 550 as

gross recei pts and $250, 000 as costs of goods sold on the
Schedule C attached to their tax return. For the 1992 tax year,
petitioners reported $340, 152 as gross recei pts and $140, 000 as
costs of goods sold on the Schedule C attached to their return.
The gross receipts figures shown on petitioners’ 1991 and 1992
Schedul es C do not reflect the sales of the conputer chips by Lee

to third parties. Rather, the gross receipts represent
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petitioner’s portion of the profit that was nade on the purchase
and resal e of the conmputer chips.

In the notice of deficiency issued to petitioners,
respondent disallowed the Schedule C cost of goods sold for the
1991 and 1992 tax years and determ ned penalties for negligence.

OPI NI ON

We nust deci de whether petitioners (1) are entitled to claim
cost of goods sold in the anbunts of $250,000 and $140, 000 on
their Schedules C for the 1991 and 1992 tax years, respectively,
and (2) are liable for the accuracy-rel ated penalty under section
6662(a) for the 1991 and 1992 tax years.

The cost of goods purchased for resale in a taxpayer’s
business is subtracted fromgross receipts to conpute gross
i ncone. See sec. 1.61-3(a), Inconme Tax Regs. This Court has
consistently held that the cost of goods sold is not a deduction
(wthin the nmeani ng of section 162(a)), but is subtracted from
gross receipts in the determ nation of a taxpayer’s gross incone.

See Max Sobel Whol esale Liquors v. Conm ssioner, 69 T.C. 477

(1977), affd. 630 F.2d 670 (9th Cir. 1980); secs. 1.162-1(a),

| ncome Tax Regs. Taxpayers nust show their entitlenment to the
anmount of cost of goods sold clainmed. See Rule 142(a).
Taxpayers mnust al so keep sufficient records to substantiate the

cost of goods sold. See sec. 6001; Wight v. Conmm ssioner, T.C

Meno. 1993-27.
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Petitioner clains that he was involved in the conmputer chip
sal es business, and that he is entitled to reduce his Schedule C
gross receipts by the cost of the conputer chips. As an initial
matter, we nust determ ne whether petitioner was in the business
of purchasing and reselling conputer chips, or sinply providing
Lee with a source of capital and earning a return on his
i nvest nment .

VWhile the parties agree that petitioner and Lee had a
busi ness arrangenent concerning the purchase and sale of conputer
chips, it is apparent that petitioner’s role in the arrangenent
was |imted to that of an investor. Lee had contacts with
manuf acturers of conputer chips and could obtain a supply of
these chips to market to purchasers. He did not, however, have
the capital necessary to acquire the chips fromthe
manuf acturers. As a result, petitioner advanced funds to Lee,
who, after purchasing the conmputer chips, returned the funds to
petitioner with sone specified rate of return. Petitioner did
not take possession of the chips nor nmaintain any sort of
inventory. In addition, he was not involved in the actual sales
of the conputer chips. Petitioner did not know the sales price
of the computer chips or how nmuch noney Lee was making on the
sales. The only record petitioner maintained regarding this
arrangenent was the anount of noney advanced to Lee and the

anmount of return he was to receive on the advanced funds. I n
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addition, the joint venture agreenent between petitioner and Lee
referred to the arrangenent as an “investnent”.

Furthernore, petitioners’ Schedules C are inconsistent with
the contention that petitioner was in the business of selling
conputer chips. Petitioners’ Schedules C do not reflect the
gross receipts fromthe sale of the conputer chips. Rather, they
merely reflect a portion of the profit that was realized by Lee
upon the resale of the conputer chips and subsequently paid to
petitioner as a return on his investnent. Accordingly, we find
that petitioner was nerely a source of capital for Lee, and was
not a merchant with respect to the conputer chips. Therefore,
petitioner cannot treat the $250,000 and $140, 000 amobunts as
costs of goods sold in 1991 and 1992, respectively.

W note that even if we were willing to reach the concl usion
that petitioner was engaged in the sale of conmputer chips and
acquired chips for resale in 1991 and 1992, petitioners have
failed to substantiate the costs of good sold and we are unabl e
to make an estimate. Section 6001 requires that a taxpayer
liable for any tax shall maintain such records, render such
statenents, make such returns, and conply with such regul ati ons
as the Secretary may fromtine to tinme prescribe. Petitioners
admt that “No testinony or other evidence has been presented as
to any specific costs,” yet claimthat we can nmake a reasonabl e

estimate of petitioners’ cost of goods sold based on Cohan v.
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Comm ssioner, 39 F.2d 540 (2d G r. 1930). Under Cohan, in the

event that a taxpayer establishes that he or she has incurred a
deducti bl e expense but is unable to substantiate the precise
anount of the expense, we may estinmate the anmount of the
deducti bl e expense. W cannot, however, estimate deductible
expenses unl ess the taxpayer presents evidence sufficient to
provi de sone rational basis upon which estinmtes may be nade.

See Vanicek v. Comm ssioner, 85 T.C 731, 743 (1985).

Petitioner kept no docunentation regardi ng any expenses or
costs relating to the conputer chip sales. Likew se, petitioner
has no docunentation regardi ng gross sales of the conputer
chips.® As a result, petitioners ask us to back into a cost of
sal es nunber based on petitioner’s testinony that Lee’s return on
the conmputer chip sales was approxi nately double the return to
petitioner. Thus, to quote petitioners, “Since * * * [petitioner
had] a 6% return, Lee's return would be about 12% effectively
translating into a cost of sales of 72%” This information
sinply does not provide us with the detail needed to nake an
estimate. Accordingly, even if we were to conclude that
petitioners could claimcost of goods sold, we would be unable to

determ ne the proper anount.

3 During trial, petitioner testified that he requested his
assistant to keep records of every deal with Lee, but |ater
di scovered that whatever records were kept were discarded by the
assi stant when he was caught stealing trade secrets from
petitioner in regard to another venture.
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Petitioners contend as an alternative argunent that if they
are not allowed to treat the $250,000 and $140, 000 as cost of
goods sold in 1991 and 1992, respectively, they should either be
al l oned a busi ness expense deduction under section 162(a) or a
busi ness bad debt deduction under section 166(a). Respondent
objects to these argunents because petitioners raised themfor
the first time in their opening brief.4 Wile it is true that
respondent had no opportunity to explore facts regarding these
theories wth petitioner during his testinony, given the fact
that they do not hold nerit and can be quickly addressed, we
shal | consider petitioners’ alternative argunents.

Wth regard to petitioners’ assertion that the cl ai med cost
of goods sold should be allowed as an ordinary and necessary
busi ness expense under section 162(a), petitioners have failed to
establish that the anpbunts reported as cost of goods sold are
ordi nary or necessary business expenses deducti bl e under section
162. Indeed, the evidence supports a finding that the $250, 000
and $140,000 that petitioners claimare deductible represented
sinply the expected return on funds that petitioner advanced as

wor ki ng capital to Lee. As such, the anounts were nore akin to a

“ A party may rely upon a theory only if it provided the
opposing party with fair warning that it intended to nake an
argunent based upon that theory. Pagel, Inc. v. Conmm ssioner, 91
T.C. 200, 211 (1988), affd. 905 F.2d 1190 (8th Cr. 1990).
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recei vabl e than an expense. Accordingly, petitioner is not
entitled to a deduction for these anounts under section 162(a).

Wth respect to the business bad debt claim section 166(a)
all ows a deduction for “any debt which becones worthless within
the taxable year.” Under section 1.166-1(c), |Incone Tax Regs.,
t he debt nust be “bona fide”, defined as “a debt which arises
froma debtor-creditor relationship based upon a valid and
enforceabl e obligation to pay a fixed or determ nable sum of
money.” Furthernore, taxpayers nust exhaust the usual and
reasonabl e neans of collection before they are entitled to a

deduction. See C.S. Wbb, Inc. v. Commssioner, 1 B.T.A 269

(1925). Wen efforts to collect beconme futile, the deduction is

al l oned. See Al exander v. Conm ssioner, 26 T.C 856 (1956).

Petitioners’ evidence concerning their entitlenent to a

busi ness bad debt deduction consisted of petitioner’s testinony
that (1) Lee owed petitioner “over a mllion dollars,” and (2)
Lee filed for bankruptcy in “either Decenber of ‘92 or January of
‘93.” Aside fromthese two statenents, petitioners presented no
evidence to establish their entitlenent to a business bad debt
deducti on under section 166(a). Petitioners failed to show that
there was a bona fide debt that becanme worthl ess during the years
in issue, or that they attenpted to collect any such debt from
Lee. Accordingly, they are not entitled to a business bad debt

deduction under section 166(a).
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We now nust deci de whether petitioners are liable for the
accuracy-rel ated penalty under section 6662(a). Respondent, for
both of the taxable years, determ ned an accuracy-rel ated
penal ty, based on negligence, under section 6662(a). That
section inposes an addition to tax in the anount of 20 percent of
any portion of the underpaynent attributable to negligence or the
disregard of rules or regulations. See sec. 6662(a) and (b)(1).
Petitioners nust show that respondent’s determnation is
erroneous. See Rule 142(a).

The term “negligence” includes any failure to make a
reasonabl e attenpt to conmply with the provisions of the tax | aws,
and the term “di sregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c). Negligence has al so been
defined as a |lack of due care or failure to do what a reasonable
person woul d do under the circunstances. See Allen v.

Conmi ssi oner, 925 F.2d 348, 353 (9'" Gr. 1991), affg. 92 T.C. 1

(1989); Neely v. Comm ssioner, 85 T.C 934, 947-948 (1985). To

avoid this penalty, petitioners nust show that their actions were
reasonabl e and not carel ess, reckless, or nmade with intentional

di sregard of rules or regulations. See Delaney v. Conmm ssioner,

743 F.2d 670 (9" Cir. 1984), affg. T.C. Meno. 1982-666.
Taxpayers are expected to namintain adequate records, and failure
to do so may constitute negligence and a disregard of rules or

regul ations. See sec. 6001.
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Petitioners have failed to offer any evidence to suggest
that they acted wth reasonabl e cause and good faith with respect

to their reporting of the purported cost of goods sol d.
Petitioner contends that he enployed a full tinme assistant for

t he purpose of keeping records of his various business
activities. Petitioner testified that he requested that his
assi stant keep records of every deal with Lee, but |ater

di scovered that the records had been discarded. Petitioners
contend that “Wile petitioner was unable to produce any of the
records that were to be kept by his assistant through no fault of
his own, his record keeping attenpts in this regard were not
unreasonable.” W disagree. Petitioners have failed to show
that they exercised ordinary care and busi ness prudence in
keepi ng records necessary to conply with the tax | aws.
Petitioner’s uncorroborated, self-serving testinony sinply fails
to convince us that his record keeping attenpts were reasonabl e,
and his attenpt to shift the blane to his assistant is equally
unconvincing. Either petitioners were not engaged in the
conputer chip sales business, in which case they had no basis for
claimng cost of goods sold, or they utterly failed to nmaintain
any records to support the conputer chip sal es business and the
costs incurred init. To the extent that records do exist, they
do not support petitioner’s claimthat he was in the conputer

chip sal es business or that he had cost of goods sold.
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As such, we find that petitioners failed to nmake any
reasonable attenpt to conply with the tax laws and carel essly
di sregarded rules and regulations relating to the proper
reporting of itens and record keeping. Accordingly, we sustain
respondent’s determination and hold that petitioners are |liable
for the section 6662(a) accuracy-related penalty for the 1991 and
1992 tax years.

We have considered all other argunents of the parties, and
to the extent not addressed herein, we find themto be either
meritless or irrelevant.

To reflect the foregoing and concessions of the parties,

Deci sion will be entered

under Rul e 155.




