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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency of
$87,751 in petitioners’ Federal incone tax for 1999. The issues
for decision are: (1) Whether petitioners are entitled to claim
certain expenses as an exclusion frominconme and as deductions
for 1999; and (2) whether petitioners are liable for an increased

deficiency on the basis of a State incone tax refund and i nterest
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i nconme on such refund received in 1999 but not reported on their
1999 tax return.

Unl ess otherw se indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code, as anended.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed
the petition, petitioners resided in Staten |Island, New YorKk.

Petitioners filed their 1998 tax return with the filing
status of “Married filing joint return”. On their Schedul e A,
|tem zed Deductions, petitioners clainmed $18,497 for State and
| ocal incone taxes paid in 1998.

During 1999, petitioners received a refund of $14,984 of the
anount paid on their 1998 State incone taxes and interest inconme
on the refund of $149. 35.

Petitioners filed their 1999 tax return with the filing
status of “Married filing joint return”. Petitioners did not
report any inconme for “Taxable refunds, credits, or offsets of
state and local incone taxes”. Petitioners excluded $236, 761
fromgross income. Attached to the 1999 tax returnis a letter
dated January 31, 2000, which states:

This letter is to confirmthat Edgar B. Al acan, as an
enpl oyee of J.W Barclay & Co., sustained $236,761 in after
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tax expenses for the 1999 tax year. * * * A detailed list of
all transactions will be provided if needed by request.

Petitioners also clainmed $40, 248 as “Unrei nbursed enpl oyee
expenses” on the Schedul e A

On April 3, 2002, respondent sent petitioners a notice of
deficiency in which respondent determ ned a deficiency of
$87, 751. Respondent disallowed petitioners’ exclusion from gross
i ncome of $236, 761, explaining that the anmount “has been adj usted
to the anount verified.” Further, respondent disall owed
petitioners’ clainmed enpl oyee busi ness expense of $40, 248
reported on the Schedul e A, explaining that “you did not
establish that the busi ness expense shown on your tax return was
paid or incurred during the taxable year and that the expense was
ordi nary and necessary to your business”.

On May 28, 2002, the Court filed petitioners’ petition
di sputing $39,826 of respondent’s disall owance of business
expenses and the exclusion fromgross incone of $236, 761
Petitioners argued that they could substantiate the disall owed
anount s.

On June 19, 2003, respondent filed an anmended answer with
| eave of the Court in which respondent alleged that the
deficiency of $87,751 should be increased to $93,923 to reflect
petitioners’ receipt of a refund of their 1998 State and | ocal
i nconme taxes plus interest inconme on such refund which was

unreported as incone on the 1999 tax return.



OPI NI ON

Cl ai ned Expenses

Deductions are a matter of |egislative grace, and a taxpayer
bears the burden of proving that he has conplied with the

specific requirenents for any deduction he clains.! See | NDOPCO

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

Co. v. Helvering, 292 U S. 435, 440 (1934).

Under section 162, a taxpayer may deduct all ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business if the taxpayer maintains
records or other proof sufficient to substantiate the expenses.

Sec. 162(a); sec. 6001; Deputy v. duPont, 308 U.S. 488, 495-496

(1940); sec. 1.6001-1(a), lInconme Tax Regs.

I f a clained business expense is deductible, but the
taxpayer is unable to substantiate it, we are generally permtted
to approxi mate the anount of the expense, bearing heavily agai nst
t he taxpayer whose inexactitude is of his own making. Cohan v.

Commi ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930). The esti nate,

however, nust have a reasonable evidentiary basis. Vanicek v.

Conmm ssioner, 85 T.C. 731, 743 (1985).

! Petitioners do not argue that the burden of proof shifts
to respondent pursuant to sec. 7491(a) and that the threshold
requi renents of sec. 7491(a) have been net. |In any event, we
decide the issue on the basis of the preponderance of evidence on
t he record.
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Petitioners failed to provide substantiation for any of the
cl ai mred expenses that respondent disallowed. During trial,
petitioners did not provide any testinony or witten
docunentation for substantiation purposes. Further, we find that
petitioners put forth [ittle effort in trying to obtain the
requi red docunentation since they becane aware of the deficiency
nore than 2 years ago.

As a result, we hold that petitioners are not entitled to
claimthe disputed expenses as deductions. In |light of the |ack
of evidence on the record substantiating any of petitioners’
cl ai med expenses, we also hold that petitioners are not entitled
to exclude the disputed expenses fromincone.

1. State I ncone Tax Refund

Cenerally, if an anount was deducted on a prior year’'s tax
return which resulted in a reduction of tax and a tax benefit to
t he taxpayer, a subsequent recovery by the taxpayer of such
anount nust be included in gross incone in the year the recovery

is received. Sec. 111(a); Kadunc v. Conm ssioner, T.C Meno.

1997-92. Therefore, gross incone includes a refund of State
incone tax in the year received to the extent that the paynent of
such tax was clainmed as a deduction in a prior taxable year which
resulted in a reduction of Federal inconme tax. See Kadunc v.

Conmi Ssi oner, supra.
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The burden of proof with regard to this issue is on
respondent because he asserted an increased deficiency in an
anended pleading. Rule 142(a). Respondent established
petitioners’ receipt of the State incone tax refund and
acconpanyi ng interest inconme by placing into evidence certified
docunents fromthe New York State Departnment of Taxation and
Fi nance, which report that petitioners received a State incone
tax refund and interest income with regard to the State i nconme
taxes paid for 1998 in 1999. Further, the parties placed into
evi dence petitioners’ 1998 tax return, which reported a clai ned
deduction for State inconme taxes paid in 1998 that reduced
petitioners’ tax for 1998, and petitioners’ 1999 tax return,
whi ch did not report as incone the State income tax refund and
interest income received in 1999.

Petitioners did not provide any evidence to dispute their
recei pt of the refund and interest inconme in 1999 and their
failure to report such as income on their 1999 tax return. In
fact, the parties stipulated that petitioners received the State
incone tax refund and applicable interest inconme in 1999 and did
not include such inconme on their 1999 tax return. On the basis
of the evidence on the record, we hold that petitioners are
liable for the increased deficiency because of their receipt of a
State incone tax refund and applicable interest inconme during

1999.
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I n reaching our holdings herein, we have consi dered al
argunents made, and, to the extent not nentioned above, we
conclude that they are irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be

entered for respondent.




