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MVEMORANDUM OPI NI ON

THORNTON, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and penalties wth respect to

petitioners’ joint Federal inconme taxes:!?

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect during the years at issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure.



Addition to Tax Penal ti es
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1992 $7, 892 $463 $1, 578
1993 68, 182 ---- 13, 636
1994 70, 526 ---- 14, 105

After concessions,? the issues for decision are:

(1) Whether petitioners sold their personal residence in
Danville, California (the Danville property) in April 1992,
resulting in capital gain and disall owance of deductions for
nortgage interest accruing after that date;

(2) whether petitioners are entitled to claimlosses for tax
years 1992 and 1993 with respect to certain rental real property
they owned in San Jose, California (the San Jose property);

(3) whether petitioners had | egal or equitable ownership of
certain real property in Mlpitas, California (the MIpitas
property) so as to support their claimed deductions for nortgage
interest and property taxes with respect to the property for tax

year 1994;

2 Respondent disallowed petitioners’ unreinbursed enpl oyee
expense deductions in the amounts of $5,508, $9,119, and $9, 158,
for 1992, 1993, and 1994, respectively. Respondent also asserted
a penalty under sec. 6651(a)(1l) for petitioners' failure to
timely file their 1992 joint Federal incone tax return.
Petitioners failed to address these issues both at trial and on
brief. W treat petitioners’ failure to press these issues as,
in effect, conceding them See Rule 151(e)(4) and (5);
Sundstrand Corp. & Subs. v. Conm ssioner, 96 T.C. 226, 344
(1991); Rybak v. Conmm ssioner, 91 T.C 524, 566 n.19 (1988);
Money v. Conmi ssioner, 89 T.C 46, 48 (1987). The parties
conceded several other issues in the stipulation of settled
i ssues.
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(4) whether petitioners are entitled to certain Schedule C
deductions for tax year 1994; and

(5) whether petitioners are |liable for accuracy-rel ated
penal ties for negligence pursuant to section 6662(a), for al
years at issue.

Sone of the facts have been stipulated and are herein
incorporated by this reference. Wen they filed their petition,
petitioners were married and resided in Ml pitas, California.

For purposes of order and clarity, each of the issues
submtted for our consideration is set forth below with separate
background and di scussi on.

The Danvill e Property

Backgr ound
On Septenber 29, 1989, petitioners purchased their primry

resi dence on Creekpoint Court in Danville, California. On April
30, 1992, petitioners executed a grant deed dated April 29, 1992,
conveying the property to Manbona P. Hag (Haq) for a purchase
price of $400,000. On June 17, 1992, the grant deed was recorded
in Contra Costa County, California.

By a docunent captioned “Deed of Trust with Assignnents of
Rents”, dated May 15, 1992, and signed by Hag on May 18, 1992,
Haq assigned to petitioners, for consideration of $24,359.30, al
rents, issues and profits with respect to the Danville property.
A docunent captioned “Assignnment of Deed of Trust and Request for
Special Notice”, also dated May 15, 1992, and bearing

petitioners’ signatures, represents that petitioners were thereby



assigning to ERA Golden H Ils Brokers, for value received, al
beneficial interest petitioners received fromHag under the deed
of trust dated that sanme day. On January 22, 1993, both the deed
of trust and the assignnent of the deed of trust were recorded in
Contra Costa County, California, at petitioners’ request.

Throughout 1992, petitioners nade nonthly nortgage paynments
to Prudential Home Mortgage Co. with respect to the Danville
property, paying a total of $34,035 of nortgage interest for the
year. On August 5, 1992, petitioners filed a Chapter 7
bankruptcy petition. Petitioners maintained the nortgage |oan on
the Danville property before and after their bankruptcy petition
was fil ed.

On their 1992 joint Federal incone tax return, petitioners
reported no gain fromthe sale of the Danville property. They
clai med $34,035 in nortgage interest deductions with respect to
the property.

Respondent determ ned that petitioners sold the Danville
property to Haq in 1992 and realized taxable capital gain on the
sal e. Respondent also disallowed $17,000 of petitioners’
nortgage interest deduction for tax year 1992 attributable to

i nterest paynents nade after April 30, 1992.



Di scussi on

A. Capital Gain on Sale of the Danville Property

Petitioners argue there was no sale of the Danville property
in 1992, and therefore their taxable inconme for 1992 includes no
capital gain on the property.® The burden of proof is on
petitioners. See Rule 142(a).

For Federal tax purposes, a sale of real property is
generally considered to occur at the earlier of the transfer of
legal title or the practical assunption of the benefits and

burdens of ownership. See Derr v. Conm ssioner, 77 T.C. 708, 723

(1981); Baird v. Conmm ssioner, 68 T.C 115, 124 (1977).
Petitioners conveyed legal title to Hag by grant deed dated Apri
29, 1992, and executed by petitioners April 30, 1992; the grant
deed was recorded on June 17, 1992.

Petitioners contend that their signatures on the grant deed,
as well as the assignnent of deed of trust, were forged. The
only evidence offered in support of petitioners’ forgery theory
was petitioner husband s testinony, which is unsubstantiated and
unconvincing.* W are not required to accept such testinony, and

we decline to do so. See duck v. Commi ssioner, 105 T.C. 324,

338 (1995). Petitioner wife did not testify. Petitioners failed

3 Petitioners do not contend that any sale of the Danville
property would qualify for nonrecognition treatnent under sec.
1034.

“ Whil e maintaining that he could not recall if he signed
the grant deed, petitioner husband conceded at trial that the
signature on it “looks |like ny signature”.
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to call other witnesses, such as Haqg or the notary public who
notari zed both of the docunments in question, or to offer any

ot her evidence to support their forgery theory. This failure
gives rise to the inference that the evidence, if produced, would
have been unfavorable to petitioners. See id.; see also Pollack

v. Comm ssioner, 47 T.C 92, 108 (1966), affd. 392 F.2d 409 (5th

Cir. 1968); Wchita Term nal Elevator Co. v. Conm ssioner, 6 T.C

1158, 1165 (1946), affd. 162 F.2d 513 (10th Gir. 1947); Stokes V.

Conmi ssioner, T.C. Menp. 1999-204, and cases cited therein.

Accordingly, petitioners have failed to establish that their
signatures on the docunents in question were not genuine.
Petitioners argue that they could not have sold the property
to Hag in April 1992, because they remained |liable on the
nmortgage until foreclosure in 1994. The record does not clearly
establish the factual prenm ses of petitioners’ argunent.?®
Assum ng, arguendo, that petitioners’ factual prem ses are
correct, they do not conpel the conclusion that petitioners would
have us draw. A nortgagor may sell the nortgaged property on
ternms whereby the purchaser takes subject to the nortgage debt
but has no personal obligation to pay it. Gsborne, Handbook on
the Law of Mortgages, sec. 248 (2d ed. 1970). As stated in

Stonecrest Corp. v. Conm ssioner, 24 T.C. 659, 666 (1955):

> Petitioners introduced into evidence a notice to
forecl ose, dated June 24, 1994, and a trustee’'s deed of sale
dated Nov. 2, 1994. Neither docunment, however, specifically
descri bes the property to which these docunents pertain, other
than by reference to Contra Costa County records that are not in
evi dence and that are not otherw se expl ai ned.



Taki ng property subject to a nortgage nmeans that the buyer
pays the seller for the latter's redenption interest, i.e.,
the difference between the anmount of the nortgage debt and
the total amount for which the property is being sold, but

t he buyer does not assunme a personal obligation to pay the
nort gage debt. The buyer agrees that as between him and the
seller, the latter has no obligation to satisfy the nortgage
debt, and that the debt is to be satisfied out of the
property. Although he is not obliged to, the buyer wll
ordinarily make the paynents on the nortgage debt in order
to protect his interest in the property.

See also Voight v. Comm ssioner, 68 T.C. 99 (1977), affd. per

curiam614 F.2d 94 (5th Gr. 1986); Andrews v. Robertson, 170 P

1129 (Cal. 1918); Wlfert v. Guadagno, 20 P.2d 360 (Cal. Dist.

Ct. App. 1933); GCsborne, Handbook on the Law of Mortgages, sec.
252 (2d ed. 1970). The facts as established in this record are
consistent with petitioners’ having transferred the Danville
property to Haq subject to petitioners’ nortgage on the
property.°®

Petitioners direct us to other irregularities and
unexpl ai ned circunstances regarding the Danville property,
i ncluding delays in the recording of the grant deed and of
vari ous ot her docunents, and the declaration of a presunptively

too-smal | amount of transfer tax on the grant deed conveying the

® For instance, included in the record as petitioners’
exhibit 55 is a nmenorandum from Prudential Hone Mdrtgage Co. to a
representative of Hag with regard to a nortgage on the Danville
property. The menorandum i dentifies petitioner husband as the
nortgagor. The nenorandum advi ses Haq's representative that
Prudential Hone Mortgage Co. has paid delinquent taxes on the
Danvill e property and seeks, inter alia, reinbursenent fromHaq' s
representative in order to rel ease the property from forecl osure.
Such a communication to Haq' s representative woul d be consi stent
with petitioners’ having transferred the property to Haq subject
to the nortgage.
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property to Haqg.’” Petitioners observe that these irregularities
are not satisfactorily explained by evidence in the record. Such
irregularities, however, are peculiarly within petitioners’
province to explain, and they have failed to do so. Accordingly,
we hold that petitioners sold the Danville property to Haq in
1992 and nust include in taxable incone capital gain realized
with respect to this sale.

On reply brief, petitioners indicate that, in the event this
Court concludes that they sold the Danville property in 1992,
their only disagreenent with respondent’s cal cul ation of the
anount of capital gain is with respect to their basis in the
Danville property. They argue that the basis as allowed by
respondent shoul d be increased by $641 to reflect anobunts
expended for concrete for inprovenents at the Danville property.
On this point, we agree with petitioners. W find that
petitioners have adequately substantiated the $641 cost of
concrete, and we hold that this amount is properly includable in

the basis of the Danville property for purposes of calculating

" Petitioners nmake much of the fact that the grant deed
i ndi cates a docunentary transfer tax of only $68.20, which they
contend would reflect value transferred of $62,000. W note,
however, that the grant deed on its face indicates that the
transfer tax was conputed on the basis of consideration received
| ess Iiens or encunbrances at the tinme of sale. The evidence
shows that the sales price of the Danville property was $400, 000,
and that petitioners’ nortgage on the Danville property, in the
princi pal anmount of $338,000, remained in place after the
transfer to Hag. Accordingly, we find no irregularity with this
particul ar circunstance; indeed, it tends to bol ster respondent’s
posi tion.



the capital gain resulting fromthe April 1992 sale of this

property.

B. Mbrt gage | nterest Deductions

Section 163 allows a deduction for certain qualified
interest. No deduction is generally allowed for personal
interest. See sec. 163(h). As an exception to this rule, a
deduction is allowable for certain interest paid with respect of
a “qualified residence”. See sec. 163(h)(3). For this purpose,
“qualified residence” neans generally the taxpayer’s principal
resi dence and one other dwelling unit that the taxpayer selects
and uses for personal purposes for a specified nunber of days
during the taxable year. See secs. 163(h)(4), 280A(d). The
determ nation as to whether any property is a qualified residence
is made as of the tinme the interest is accrued. See sec.

163(h) (3).

We have concl uded that petitioners sold the Danville
property to Haq in April 1992. There is no evidence in the
record that petitioners used the Danville property as a residence
after that date. Accordingly, we sustain respondent’s
di sal | onance of $17,000 of nortgage interest deductions

attributable to the period after April 1992.8

8 Wiile it seens questionable that only about half of the
total interest paynents for 1992 would be attributable to
i nterest paynments nade during the last two thirds of the year, we
note that any error in this regard appears to be in petitioners’
favor, and we do not undertake to reconpute the anmount of
respondent’ s di sal | owance.



- 10 -

The San Jose Property

Backgr ound
On July 17, 1989, petitioners purchased property | ocated at

2976 den Crow Court, San Jose, California. From February to
July 1992, Van Van Nguyen (Nguyen), who was not related to
petitioners, resided at the property, but paid no rent.

Petitioner husband’s brother, Anthony Trans, at times during 1991
and 1992, maintained utility service at the San Jose property.

On Decenber 7, 1992, the Wrld Savi ngs Bank forecl osed on the San
Jose property.

On Schedul e E, Supplenental Incone and Loss, of their 1992
joint Federal incone tax return, petitioners reported a net |oss
fromthe property totaling $112, 283, consisting of a
“carryforward |l oss” in the anbunt of $91, 941, ° depreciati on of
$13,542, repairs of $4,500, auto and travel expenses of $2, 100,
and utilities of $200. Petitioners deducted $16, 097 of these
amounts in 1992 and carried forward the $96, 186 bal ance to 1993.
On their 1993 return, petitioners clained, in addition to the

$96, 186 carryforward from 1992, depreciation of $1,693, with

® On their 1989, 1990, and 1991 joint Federal incone tax
returns as originally filed, petitioners did not |ist the San
Jose property as a rental property nor attribute any rental
income to it. In 1992, petitioners anmended their 1990 and 1991
joint Federal income tax returns to report $2,400 in gross rental
income and new y cl ai mred deductions that nore than offset the
gross incone for each year, thereby generating the carryover |oss
to 1992.
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respect to the San Jose property, as well as a $44,872 | oss on
t he disposition of the property.?°

Respondent disallowed petitioners’ 1992 and 1993 Schedul e E
deductions relating to the San Jose property because of |ack of
substantiati on and on grounds that expenses fromthe property
were limted to rental incone because of excessive personal use
of the property by petitioners or their relatives. Respondent
recharacteri zed the San Jose property as a capital asset and
l[imted petitioners’ allowable |oss to $3,000 per year, in

accordance wth section 1211(Db).

Di scussi on
Deductions are strictly a matter of |egislative grace, and
t axpayers bear the burden of providing supporting evidence to

substanti ate cl ai mred deductions. See Rule 142(a); 1 NDOPCO, Inc.

v. Commi ssioner, 503 U.S. 79, 84 (1992); New Colonial Ice Co. v.

Hel vering, 292 U.S. 435, 440 (1934).

The record is devoid of any evidence substantiating the
cl ai med | osses and expenses with respect to the San Jose
property. In particular, petitioners have failed to substantiate

t he exi stence or ampunt of any net operating |oss in any previous

10 Petitioners' Form 4797, Sal es of Business Property,
attached to their 1993 joint Federal incone tax return, states
that the San Jose property was sold in February 1992. |If, as the
parti es have stipul ated, the bank foreclosed on this property in
Decenber 1992, it woul d appear that the sales date reported on
the 1993 return was in error. The record does not clarify when
the San Jose property was actually sold.
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year, or that it was carried forward to 1992 and 1993 in
accordance with the requirenents of section 172.% Accordingly,
petitioners have not established their entitlenent to the | oss
carryforwards from previous years as reflected on their 1992 and

1993 returns. See Larabee v. Commi ssioner, T.C Meno. 1989-298.

Simlarly, petitioners have failed to establish that they
incurred the claimed | oss of $44,872 froma sale of the San Jose
property in 1993. Nor have petitioners presented any evidence
that they paid or incurred any expenses with respect to the San
Jose property in the years at issue. Accordingly, we sustain
respondent’ s di sall owance of the | osses claimed wwth respect to

the San Jose property. 12

1 Under sec. 172, a net operating | oss generally may be
carried forward only if it is not absorbed through the operation
of a 3-year carryback, unless an election is nade under sec.
172(b)(3) to waive the carryback. See Mc&iirl v. Conm ssioner,
T.C. Meno. 1999-21. There is no evidence that petitioners have
foll owed these procedures.

2 1n fact, we question whether the San Jose property was
ever rented. There are many irregularities with regard to
petitioners’ purported rental activity at the San Jose property.
For instance, although petitioner husband introduced into
evi dence an all eged | ease agreenent to show that petitioners
| eased the San Jose property to petitioner wife’'s brother in
1989, petitioner husband conceded at trial that this was not a
real “lease” but a fictitious docunent created for the purpose of
qualifying for a nortgage. As nentioned above, petitioners
originally omtted any rental activity fromthe San Jose property
on their 1989, 1990, and 1991 tax returns. Wen they anmended
their 1990 and 1991 tax returns, they reported gross rental
income in the ambunt of $2,400 for each year. Wen cross-
exam ned about the peculiarity of these identical round anmounts
of gross rental income for the 2 years, petitioner husband
testified that the anounts reported were probably a "m stake".

In addition, on these amended returns, petitioners clained
expenses with respect to the San Jose property that duplicated
(conti nued. ..)
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In light of this holding, it is unnecessary to consider
respondent’s argunent that the San Jose property was used as
petitioners’ personal residence during 1992 and therefore gave

rise only to nondeducti bl e personal expenses.

The MIpitas Property

Backgr ound

In January 1994, petitioners were interested in purchasing a
house that was under construction in a developnent in MIpitas,
California. They participated in a “canp-out” organized by a
group of prospective buyers to hold their place in line before
t he schedul ed opening of the builder's sales office on January
29, 1994. On March 11, 1994, petitioners paid a $350 fee to a
fi nanci ng conpany for an appraisal of the MIpitas home and for a
personal credit investigation.

Petitioners previously had decl ared bankruptcy and coul d not
qualify for a loan. The |oan officer suggested petitioners have

anot her person obtain the loan to purchase the property.

2. . continued)
nortgage i nterest deductions petitioners had already clainmed with
respect to this property. As another exanple, petitioners |listed
the San Jose property on their chapter 7 bankruptcy petition as a
“second hone” and listed the nature of the debtor’s interest in
the property as “brother living in house”. The copy of the
bankruptcy petition that respondent received frompetitioners in
response to a discovery request had been altered to renove the
wor ds “second honme” and “brother living in house”. The
cunmul ative weight of these irregularities severely strains
petitioners’ credibility. In determ ning whether a taxpayer has
adequat el y substanti ated deductions, "The credibility of the
taxpayer is a crucial factor."” Norgaard v. Conmm ssioner, 939
F.2d 874, 878 (9th Cr. 1991), affg. in part and revg. in part
T.C. Meno. 1989-390.
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Petitioner wwfe’s brother, Son Dang, agreed to obtain on behalf
of petitioners a nortgage in the anount of $323,900 on the
M | pitas property.

On August 3, 1994, petitioners paid out of their own funds
$137,518. 62 as a downpaynent on the M| pitas property.
Petitioners made the nortgage paynents on the MIpitas property.
They al so chose, approved, and paid for honme inprovenents, such
as carpeting. After construction was conpleted, they lived at
the M| pitas property.

Son Dang never lived at the MIpitas property. On Decenber
3, 1994, Son Dang executed a grant deed for the M| pitas property
in favor of petitioner husband.

On their 1994 joint Federal incone tax return, petitioners
deducted $11, 738 for nortgage interest and $3,570 for property
taxes paid on the MIpitas property. 1In the notice of
deficiency, respondent disallowed the deductions in their

entirety on the ground that petitioners did not own the M| pitas

property.

Di scussi on

A. Mortgage | nterest Deduction

In general, section 163 allows a deduction for interest paid
or accrued on certain indebtedness, including acquisition
i ndebt edness on a qualified residence. The acquisition
i ndebt edness generally nmust be an obligation of the taxpayer and

not an obligation of another. See Golder v. Conmm ssioner, 604
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F.2d 34, 35 (9th CGr. 1979), affg. T.C. Meno. 1976-150. However,
t he applicable regulations provide in pertinent part:

Interest paid by the taxpayer on a nortgage upon
real estate of which he is the legal or equitable
owner, even though the taxpayer is not directly

| iabl e upon the bond or note secured by such
nortgage, nmay be deducted as interest on his

i ndebt edness. [Sec. 1.163-1(b), Inconme Tax Regs.]

In a case with anal ogous facts, Uslu v. Comm ssioner, T.C

Meno. 1997-551, the taxpayers could not qualify for a hone

nort gage | oan because of a recent bankruptcy. In Uslu, the

t axpayer - husband and his brother agreed that the brother would
obtain the loan for the property and the taxpayers woul d pay the
nortgage and all other expenses for maintenance and i nprovenents.
This Court held that although the taxpayers did not hold | egal
title to the property, they were the equitable owners and were
entitled to deduct nortgage interest paid by themw th respect to
t he property.

Simlarly, in the instant case, although petitioners were
not the legal owners of the MIpitas property before Decenber 3,
1994, they consistently treated the MIpitas property as if they
were the owners, paying the downpaynent, nortgage paynents, and
property taxes with respect to the property, as well as paying
for inprovenents to the property. Based on all the evidence, we
infer that those actions were pursuant to an agreenment with Son
Dang, who took title to the property and obtained a nortgage only
as an accommodation to petitioners, who could not qualify for a

loan. A few nonths later, Son Dang transferred the title to
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petitioner husband. W conclude that petitioners held the
benefits and burdens of ownership of the MIpitas property and
have established equitable ownership of it during the period in
gquestion during 1994. Accordingly, we hold that petitioners are
entitled to deduct the $11, 738 honme nortgage interest paid by

themw th respect to the MIpitas property during 1994.

B. Property Taxes

Section 164 allows a deduction for certain taxes, including
State and |l ocal real property taxes. 1In general, taxes are
deducti ble only by the person upon whomthey are inposed. See
sec. 1.164-1(a), Incone Tax Regs. However, the person owning the
equi table or beneficial interest in real property and paying the
t axes assessed agai nst the property to protect that interest may
deduct the taxes paid even though legal title is recorded in the

name of another person. See Estate of Movius v. Conm ssioner, 22

T.C. 391 (1954); Horsford v. Comm ssioner, 2 T.C. 826 (1943);

Casey v. Conmi ssioner, T.C. Mnp. 1965-282.

We have concl uded that petitioners were equitable owners of
the M| pitas property during 1994; accordingly, we hold that they
are entitled to deduct property taxes they paid on the property
t hat year.

For the first time on reply brief, respondent argues that
petitioners have not substantiated that they paid the property
taxes on the MIpitas property. Respondent has failed to raise

this issue in the notice of deficiency, at trial, or on opening
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posttrial brief. |In fact, respondent’'s opening brief expressly
refers to "the property taxes paid by petitioners in 1994, in the
anmount of $3,570." As a general rule, this Court will not

consi der issues first asserted on brief. See Sundstrand Corp. &

Subs. v. Comm ssioner, 96 T.C 226, 346-348 (1991). \Wen issues

are presented in the reply brief only, there is even stronger

reason to disregard them See Estate of Snarling v.

Commi ssioner, 60 T.C 330, 350 (1973), revd. and remanded on

ot her grounds 552 F.2d 1340 (9th Cr. 1977).

Schedul e C Busi ness Loss

Backgr ound

On their 1994 joint Federal incone tax return, petitioners
reported Schedul e C gross receipts of $15,535, and total Schedul e
C expenses of $80, 337, resulting in a net |oss on Schedul e C of
$64,802. Petitioners contend that this net |oss was attributable
to a trade or business that petitioner husband carried on under
t he nane of Transnet to provide conputer consulting services.

Petitioners also reported on their 1994 joint Federal incone
tax return wage i ncone of $180,326. The substitute Form W2,
Wage and Tax Statenent, attached to the tax return attributes
$167, 265 of this anpbunt to petitioner husband's enploynent with
The Application G oup, San Francisco, California.

In the notice of deficiency, respondent disallowed
petitioners’ claimed Schedul e C expenses in the anount of the

reported net loss (i.e., $64,802). |In effect, then, respondent
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has all owed petitioners' clainmd Schedule C deductions to the
extent of their reported gross receipts fromthis activity (i.e.,

$15, 535).

D scussi on

In general, section 162(a) allows a deduction for ordinary
and necessary business expenses paid or incurred during the
taxabl e year in carrying on a trade or business. Wether a
taxpayer is carrying on a trade or business requires an

exam nation of all the relevant facts. See Conmi Ssi oner V.

G oetzinger, 480 U S. 23, 26 (1987). The burden of proof is on

petitioners. See Rule 142(a).

The parties agree that these three factors are relevant in
determ ni ng whether a trade or business exists: (1) whether the
t axpayer undertook the activity intending to make a profit; (2)
whet her the taxpayer was regularly and actively involved in the
activity; and (3) whether the taxpayer’s business operations have

actually comenced. See McManus v. Comm ssioner, T.C Meno.

1987-457, affd. per curiamw thout published opinion 865 F.2d 255
(4th Gr. 1988) and cases cited therein.

The record does not establish that petitioners satisfy any
of these factors. First, there is no evidence as to whether
petitioners engaged in this purported activity with “the basic
and dom nant intent” of making a profit. See H rsch v.

Comm ssioner, 315 F.2d 731, 736 (9th Cr. 1963), affg. T.C. Meno.

1961-256. The determnation of a profit objective is based on
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all the facts and circunstances, and “nore wei ght nust be given
to the objective facts than to the taxpayer’s nere after-the-fact

statenents of intent.” Drobny v. Commi ssioner, 86 T.C. 1326,

1341 (1986). There are virtually no objective facts in the
record to indicate the requisite intent.

Second, there is no evidence to show that petitioner husband
was regularly and actively involved in this activity. The fact
that he earned $180,326 in wages in 1994 strongly suggests that
he was regularly and actively involved in his enploynent for The
Application Goup, rather than for Transnet.

Finally, there is no evidence to support a finding that
Transnet had actually comrenced busi ness operations when the
cl ai mred deductions were incurred. Preopening and startup
expenses are not deductible under either section 162 or section

212. See Hardy v. Comm ssioner, 93 T.C 684, 687 (1989).

Even if we assune, arguendo, that petitioners were engaged
in a trade or business with respect to Transnet in 1994,
petitioners have failed to establish that they are entitled to
deductions under section 162 in excess of the $15, 535 that
respondent has al ready all owed.

Petitioners bear the burden of showing their entitlenment to

t he cl ai med deducti ons. See Norgaard v. Conmmi ssioner, 939 F.2d

874, 877 (9th Cir. 1991). Taxpayers are required to maintain
records sufficient to enable the Comm ssioner to determ ne the

taxpayer’s correct tax liability. See sec. 6001; Menequzzo V.

Conm ssioner, 43 T.C. 824, 831-832 (1965). Except in the case of
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expenses subject to section 274, if a clainmed business expense is
deducti bl e, but the taxpayer is unable to substantiate it
adequately, the Court is permtted to nake as cl ose an

approxi mati on as possi ble, bearing heavily on the taxpayer whose

i nexactitude is of his own making. See Cohan v. Conm ssioner, 39
F.2d 540, 543 (2d G r. 1930). The estimate, however, nust have a

credible evidentiary basis. See Norgaard v. Comm Ssioner, supra

at 879; Vanicek v. Comm ssioner, 85 T.C 731, 743 (1985).

The record in this case provides no credible evidentiary
basis to support petitioners' clained deductions in excess of the
$15,535 all owed by respondent. Although petitioners introduced
into evidence copies of nunmerous checks and receipts, these
docunents cannot be readily correlated to the deductions
petitioners clained on their Schedule C for tax year 1994. For
exanpl e, the docunents purport to establish, anong other things,
that during 1994 Transnet paid $18,150 to Richard Hartman and
$3,500 to Son Dang as conpensation for conputer programi ng
services. Petitioners’ Schedule C for tax year 1994, however,
reports no deduction for wages paid, nor did Transnet issue Forns

1099 to Son Dang or Richard Hartman in 1994. 13

13 The evidence with regard to Richard Hartman is
particularly inscrutable. The docunents introduced by
petitioners include invoices issued by Advanced Consul ting
Experts to Intel, listing Richard Hartman as contractor, and
beari ng notations that expense reinbursenents are to be nmade
directly to Hartman. Nowhere on these invoices is there any
menti on of Transnet or petitioners. The copies of the checks to
Hartman that petitioners have introduced into evidence do not
show t hat they have been cancel ed by the bank and appear to have

(continued. . .)
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Mor eover, the docunents that petitioners have introduced
into evidence do not adequately substantiate the clained
expenses. The copies of checks introduced by petitioners
generally do not indicate cancellation by the bank and are
unacconpani ed by invoices to substantiate the purpose of the
expenditures. For instance, one check totaling $15, 681. 23
purports to be for office furniture, but there is no acconpanying
i nvoi ce or other evidence showi ng a purchase of office furniture,
or for that matter, evidence to indicate that Transnet even had
an office.

In general, section 274(d) disallows any deduction for
certain types of expenses, including travel, entertainnent, and
autonoti ve expenses, unless the taxpayer substantiates by
adequate records or sufficient evidence corroborating the
t axpayer's own testinony, the anmount, tinme, place, business
pur pose, and business rel ationship.

During the year at issue, petitioners deducted $1, 929 as
neal s and entertai nment expenses, and $1, 651 for travel expenses.
Petitioners have not substantiated these expenses in accordance
with the requirenments of section 274, and accordi ngly they nust

be disallowed. Cf. Sam &ol dberger, Inc. v. Conm ssioner, 88 T.C.

1532, 1558 (1987); Mbhan Roy, MD., Inc. v. Comm ssioner, T.C

B3(...continued)
been altered to renove the preprinted | egend bearing the account
hol der’s nanme and address. Qher portions of the exhibit consist
sinply of Hartman’s bank deposit slips and bear no ori gi nal
reference to petitioners or Transnet.
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Meno. 1997-562, affd. wi thout published opinion _ F.3d __ (9th
Cir. 1999). Respondent's determination on this issue is

sust ai ned.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioners were |iable for
accuracy-rel ated penalties under section 6662(a) for all years in
i ssue. Section 6662(a) inposes an accuracy-related penalty equal
to 20 percent of any underpaynent that is attributable to
negli gence or to a substantial understatenent of incone tax.
Negligence is the lack of due care or failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances. See Neely v. Comm ssioner, 85 T.C. 934, 947

(1985). It includes the failure to make a reasonable attenpt to
conply with the Internal Revenue Code. See sec. 6662(c). No
penalty shall be inposed if it is shown that the taxpayer had
reasonabl e cause and acted in good faith. See sec. 6664(c).
Petitioners exhibited a | ack of due care for each of the
years in issue. Wth respect to their 1992 tax year, petitioners

failed to report capital gains fromthe sale of the Danville

4 Petitioners introduced into evidence nunerous receipts
for various neals and entertai nment expenses at issue, including
recei pts for a seafood dinner and bakery itens. Many of these
recei pts bear cryptic handwitten | egends of business purpose and
participants that clearly have been added to the copies, in
identical handwiting and pen font, after the fact. Many nore
recei pts, such as a great many gas station receipts, bear no
i ndi cation of business purpose. Petitioners have offered no
particul ari zed corroborating testinmony about any of these clained
expenses.
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property and deducted nortgage interest attributable to the
period after they sold the property to Hag. Wth respect to
their 1992 and 1993 tax years, petitioners clained substanti al

| osses with regard to the San Jose property w thout
substantiation. Wth respect to their 1994 tax year, petitioners
cl ai med substantial Schedule C | osses w thout establishing that
they were engaged in a trade or business, and w thout adequate
substantiation for the expenses cl ai ned.

On brief, petitioners argue that they are not liable for the
negl i gence penalty because they properly relied in good faith on
a paid incone tax preparer, providing her with all relevant tax
return information for the tax years in issue. Reliance on the
advice of a professional tax adviser does not necessarily
denonstrate reasonabl e cause and good faith. See sec. 1.6664-
4(b) (1), Income Tax Regs. Al facts and circunstances nust be
taken into account. See sec. 1.6664-4(c)(1), Incone Tax Regs.
Rel i ance may not be reasonable or in good faith if the taxpayer
knew or shoul d have known that the adviser |acked know edge in
the relevant aspects of Federal tax law. See id. The advice
must be based upon all pertinent facts and the applicable | aw,
these requirenents are not net if the taxpayer fails to disclose
facts that the taxpayer knows, or should know, are relevant to
the proper tax treatnent of an item See sec. 1.6664-4(c)(1) (i),
| ncome Tax Regs. The advice nust not be based on unreasonabl e
factual or |egal assunptions. See sec. 1.6664-4(c)(1)(ii),

| ncome Tax Regs.
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Apart from passing references in petitioner husband' s
testinmony to his tax preparer, the record is devoid of evidence
to support petitioners' contentions. Petitioners did not cal
their tax preparer as a witness. There is no evidence to support
a determnation that petitioners acted reasonably or in good
faith in relying on their tax preparer’s advice, or indeed any
evi dence as to what qualifications their tax preparer m ght have
had. There is no evidence that petitioners disclosed to their
tax preparer all relevant facts and circunstances, or that the
advi ce was based on reasonable factual or |egal assunptions.

Accordingly, we sustain the inposition of the accuracy-
related penalty under section 6662(a) for all years in issue.

To reflect concessions and the foregoing,

Deci sion will be entered

under Rul e 155.




