T.C. Meno. 2009-118

UNI TED STATES TAX COURT

KHAI RY E. AREF, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 11164-06. Filed May 27, 2009.

Khairy E. Aref, pro se.

John D. Faucher, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a $41, 920 defi ci ency

in and a $8,384 section 6662(a)! penalty on petitioner’s 2002

1 Al 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 Procedure.
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Federal inconme taxes. After a concession,? the issues for
decision are: (1) Wether petitioner substantiated deductions
claimed on his Schedule C, Profit or Loss From Business; (2)
whet her petitioner had unreported inconme; (3) whether petitioner
is entitled to cl aimhead-of-household filing status; and (4)
whet her petitioner is liable for the section 6662(a) penalty.
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 he filed the
petition, petitioner resided in Egypt.

During 2002 petitioner worked for the California Departnment
of Corrections. He was the agency coordinator. Petitioner
devel oped and coordi nated new prograns for the State of
California Departnment of Corrections--which had 155, 000
enpl oyees, 165,000 inmates, and a $6.7 billion budget. His
supervi sor was a cabinet secretary, and his second | evel
supervi sor was the Governor of California.

Petitioner is a licensed hazardous material specialist and a
certified instructor in hazardous materials. He also is a

regi stered professional engineer and an environnmental specialist.

2 Respondent concedes that petitioner paid $30,000 in
deducti bl e ali nony during 2002.
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Addi tionally, during 2002 petitioner operated an
i nternational consulting and training business that provided
training and technical services on handling hazardous materials
and toxic substances (M. Aref’s business). The training and
techni cal services were provided to private entity firefighters,
mlitary personnel, and peace officers and for the operation of
correctional facilities, custody of inmates and prisoners,
handl i ng and managenent of toxic substances, and energency
response for spills and nedical waste, as the case nay be.

M. Aref’s business had over 400 vi deot apes avail able for
trai ni ng purposes, covering topics such as correctional
facilities construction and adm ni stration, peace officers’
training, environnental inpact statements and reports,
corrections officers training, fire protection and safety, and
health and safety plans. Petitioner oversaw the production
(itncluding witing the narratives) and reproduction of the
vi deotapes. Petitioner net with clients in the United States,
including the Prime Mnister and the Deputy Prinme M nister of
Egypt .

M. Aref’s business operated in and had offices and business
equi prent in Egypt. M. Aref’s business had equi pnent in Egypt
that included two | eased cars, Toyota Land Cruisers. The cars

were used to get to training sessions and for pickups and
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deliveries related to M. Aref’s business. M. Aref’s business
al so had an accountant in Egypt.

Petitioner | eased office space in Egypt. The offices were
| ocated at 17 Atbara Street and also at 64 Tal maneal Street in
Mohandeseen, G za, Egypt. At 17 Atbara Street a sign outside the
bui Il ding had the nane of M. Aref’s business on it.

During the year in issue M. Aref’s business was marketed
and operated in Egypt by Ahned Fadel. Petitioner had a witten
contract wwth M. Fadel. The contract provided that petitioner
woul d establish training and technical services and that M.

Fadel would nmarket themin Egypt. M. Fadel was responsible for
providing | ogistical support to petitioner necessary to provide
t he training.

For 2002 petitioner deducted the follow ng anounts as
busi ness expenses: Depreciation $1,119; interest $8,699; rent or
| ease of vehicles, machinery, and equi pnrent $9, 808; rent or | ease
of other business property $9, 755; wages $23, 000; and ot her
expenses $6, 309 (accounting $3,600 and tel ephone $2,709) for a
total of $58, 690.

M. Fadel sent petitioner nonthly invoices for the expenses
of M. Aref’s business. These invoices were delivered to
petitioner. Petitioner paid the invoices and had the paynent
delivered directly to M. Fadel. The anounts on the invoices tie

into the anobunts clained on petitioner’s Schedule C.
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During 2002 petitioner received two separate |oans® of
$60, 000 (a total of $120,000). One |loan was from Jose Fawzi a,
and the second | oan was fromthe Gawi sh Medical Center.*
OPI NI ON

Subst anti ati on of Schedul e C Deducti ons

Ceneral ly, deductions are a matter of |egislative grace;

t axpayers have the burden of showing that they are entitled to

any deduction clained. Rule 142(a); New Colonial Ice Co. V.
Hel vering, 292 U. S. 435, 440 (1934). Taxpayers are required to
mai ntain records that are sufficient to enable the Conm ssioner
to determne their correct tax liability. See sec. 6001; sec.
1.6001-1(a), Inconme Tax Regs.

Taxpayers are all owed a deduction for ordinary and necessary
expenses paid or incurred in carrying on a trade or business.
Sec. 162(a). Wiether an expenditure is ordinary and necessary is

generally a question of fact. Conm ssioner v. Heininger, 320

U S. 467, 475 (1943). Cenerally, for an expenditure to be an
ordi nary and necessary busi ness expense, the taxpayer nust show a
bona fide business purpose for the expenditure; there nmust be a

proxi mate rel ati onship between the expenditure and the business

3 The characterization of the anmounts as loans is not in
di sput e.

4 The testinmony was sonmewhat uncl ear on whether this |oan
was fromthe Gawi sh Medical Center or fromDr. Hassan Gaw sh
Either way, it was a separate |oan for $60, 000.
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of the taxpayer. Challenge Manufacturing Co. v. Conm ssioner, 37

T.C. 650 (1962); Henry v. Conmm ssioner, 36 T.C. 879 (1961).

To be “necessary” within the nmeaning of section 162, an
expense needs to be “appropriate and hel pful” to the taxpayer’s

business. Welch v. Helvering, 290 U S. 111, 113 (1933). The

requi renent that an expense be “ordinary” connotes that “the
transaction which gives rise to it nust be of comon or frequent

occurrence in the type of business involved.” Deputy v. du Pont,

308 U. S. 488, 495 (1940) (citing Wlch v. Helvering, supra at

114) .

When taxpayers establish that they have incurred deductible
expenses but are unable to substantiate the exact anounts, we can
estimate the deductible anount in sone circunstances, but only if
the taxpayers present sufficient evidence to establish a rational

basis for making the estimate. See Cohan v. Conmm ssioner, 39

F.2d 540, 543-544 (2d Cr. 1930); Vanicek v. Conmm ssioner, 85

T.C. 731, 742-743 (1985). In estimating the anmount all owable, we
bear heavily upon taxpayers whose inexactitude is of their own

maki ng. See Cohan v. Conm ssioner, supra at 544. There nust be

sufficient evidence in the record, however, to permt us to
concl ude that a deducti bl e expense was paid or incurred.

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

In addition to satisfying the criteria for deductibility

under section 162, certain categories of expenses nust al so
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satisfy the strict substantiation requirenents of section 274(d)
in order for a deduction to be allowed. The expenses to which
section 274(d) applies include, anong other things, those for
listed property, e.g., autonpbile expenses. Secs. 274(d)(4),
280F(d)(4) (A (i) and (i1). W may not use the Cohan doctrine to
estimat e expenses covered by section 274(d). See Sanford v.

Comm ssioner, 50 T.C. 823, 827 (1968), affd. 412 F.2d 201 (2d

Cir. 1969); sec. 1.274-5T(a), Tenporary Inconme Tax Regs., 50 Fed.
Reg. 46014 (Nov. 6, 1985). To substantiate a deduction
attributable to |isted property, a taxpayer nust nmaintain
adequate records or present corroborative evidence to show the
followng: (1) The amobunt of the expense; (2) the tine and pl ace
of use of the listed property; and (3) the business purpose of
the use. Sec. 1.274-5T(b)(6), Tenporary Income Tax Regs., 50
Fed. Reg. 46016 (Nov. 6, 1985).

Qur resolution of the substantiation issue turns on the
applicable | aw and our determ nation of the credibility of the
evi dence presented.

A. Depr eci ati on

There is all owed as a depreciation deduction a reasonabl e
al l omance for the exhaustion, wear and tear (including
obsol escence) of property used in a trade or business. Sec.

167(a). The basis on which exhaustion, wear and tear, and
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obsol escence are to be allowed in respect of any property is the
adj usted basis as provided in section 1011. Sec. 167(c).

The record does not establish what office furniture and/or
equi pnent was depreci ated, what anmount was paid for it, when it
was put in service, or who owned it. Accordingly, petitioner has
not substantiated the deduction for depreciation.

B. Interest

Petitioner testified that he gave his records regarding
interest to his accountant, the accountant arrived at the figure
on the return, and he trusted his accountant. There is
insufficient credible evidence to establish a rational basis for
maki ng an estimate of the deductible anmount of interest

petitioner paid during 2002. See Cohan v. Conmm Ssioner, supra at

543-544; Vani cek v. Conm ssioner, supra at 742-743. Accordingly,

we shall not allow petitioner a deduction for interest.

C. Rent or Lease of Vehicles, Muchinery, and Equi pnent

Petitioner testified that he paid $818 per nonth to M.
Fadel to |lease the two cars. This anmount is corroborated by
i nvoi ces petitioner submtted.

Aut onobi | e expenses nust al so satisfy the strict
substantiation requirenments of section 274(d) in order for a
deduction to be all owed because an autonobile is |isted property.

Secs. 274(d)(4), 280F(d)(4)(A) (i) and (ii).
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Petitioner did not keep a diary, log, trip sheet, or simlar
record regarding the use of the cars, nor did he establish the
time and place of use of the cars (other than that the vehicles
were used in Egypt). See secs. 274(d)(4), 280F(d)(4)(A (i) and
(i1); sec. 1.274-5T(c)(2), Tenporary Inconme Tax Regs., 50 Fed.
Reg. 46017 (Nov. 6, 1985). Petitioner has failed to substantiate
the cl ai ned aut onobi | e expenses in accordance with sections 162
and 274 and the regul ations thereunder. Accordingly, we sustain
respondent’s determ nation on this issue.

D. Rent or Lease of O her Business Property

This expense was for the | ease of office space in Egypt.
O fice expenses may be “‘ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or

busi ness’”. Schnell v. Comm ssioner, T.C Meno. 2006-147

(quoting section 162(a)).

We find the invoices, corroborated by petitioner’s testinony
and the witten contract with M. Fadel, to be credible evidence
of the anpunt that petitioner paid in 2002 for rent or |ease of
office space used in M. Aref’s business. Al of the invoices
bear a “paid’ stanp from M. Fadel acknow edging that petitioner
paid the invoice. Accordingly, we conclude that petitioner has

substantiated this expense.



E. \Wages

Thi s expense was for salary and wages for the people in
Egypt who provided or adm nistered training and techni cal
services, for office staff, and for the drivers of the two cars.
Wages may be ordinary and necessary busi ness expenses which
general ly are deducti bl e under section 162(a). Brown v.

Conmi ssioner, T.C Meno. 1992-40.

We find the invoices, corroborated by petitioner’s
testinmony, to be credible evidence of the anount of the wage
expense of M. Aref’s business that petitioner paid in 2002. Al
of the invoices bear a paid stanmp from M. Fadel acknow edgi ng
that petitioner paid the invoice. Accordingly, we conclude that
petitioner has substantiated this expense.

F. Account ant

The accountant did the accounting, invoicing, and |ist of
purchases and sales for M. Aref’s business. Accounting fees may
be ordinary and necessary busi ness expenses which generally are

deducti bl e under section 162(a). Smth v. Conm ssioner, T.C

Meno. 1994- 640.

We find the invoices, corroborated by petitioner’s testinony
and the witten contract with M. Fadel, to be credible evidence
of the anobunt of the accountant expense of M. Aref’s business
that petitioner paid in 2002. Al of the invoices bear a “paid’

stanp from M. Fadel acknow edging that petitioner paid the
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i nvoi ce. Accordingly, we conclude that petitioner has
substantiated this expense.

G Tel ephone

Tel ephone expenses may be deducti bl e under section 162(a) if
t he expenses incurred are ordinary and necessary in carrying on a

trade or business. Weldreyer v. Conm ssioner, T.C. Meno.

2003-324 (citing Vanicek v. Conmm ssioner, 85 T.C at 742,

Sengpi ehl v. Conmmi ssioner, T.C Meno. 1998-23, and G een V.

Comm ssioner, T.C Meno. 1989-599).

Petitioner testified that he did not know the cost of a
basic tel ephone line in Egypt. According to the invoices,
petitioner paid $315 per nonth for tel ephone service.

When a taxpayer establishes that he has incurred deductible
expenses but is unable to substantiate the exact anobunts, we can
estimate the deducti ble anount, but only if the taxpayer presents
sufficient evidence to establish a rational basis for nmaking the

estimate. See Cohan v. Conm ssioner, 39 F.2d at 543-544; Vani cek

v. Comm ssioner, 85 T.C. at 742-743. In estimating the anounts

al l omabl e, we bear heavily upon the taxpayer whose inexactitude

is of his owmn making. See Cohan v. Conm ssioner, supra at 544.

Upon the basis of the evidence presented, pursuant to Cohan, we
estimate that petitioner paid $150 per nonth for tel ephone

expenses and all ow hi ma deduction of $1,800 for 2002.



1. Unreported | ncone

Respondent determ ned that petitioner had $84,581 in
unreported gross incone. At trial respondent conceded $6, 000 of
this amount.?®

Every individual liable for tax is required to nmaintain
books and records sufficient to establish the anobunt of his or

her gross incone. Sec. 6001; DiLeo v. Conm ssioner, 96 T.C 858,

867 (1991), affd. 959 F.2d 16 (2d Cir. 1992). \Were a taxpayer
fails to maintain or produce adequate books and records, the
Comm ssioner is authorized to conpute the taxpayer’s taxable
i ncone by any nethod that clearly reflects incone. Sec. 446(b);

Holland v. United States, 348 U. S. 121 (1954); Webb v.

Conmm ssi oner, 394 F.2d 366, 371-372 (5th Gr. 1968), affg. T.C

Meno. 1966-81. The reconstruction of incone need only be

reasonable in the light of all surrounding facts and

circunstances. G ddio v. Conm ssioner, 54 T.C 1530, 1533 (1970).

The Conm ssioner is given latitude in determ ning which nethod of

> At the May 15, 2007, recall of this case before Judge
Cohen, respondent conceded the unreported incone issue on the
record. (At that tinme respondent had al so conceded the issue in
his pretrial menmorandum) Apparently, respondent revoked or
W thdrew this concession before the trial in the case (although
when asked in the case at bar whether the unreported i ncone issue
was still at issue, respondent’s counsel initially answered
“No”). Petitioner did not object to the trial of the unreported
i ncone issue or assert that the unreported income was no | onger
at issue.
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reconstruction to apply when a taxpayer fails to maintain

records. Petzoldt v. Comm ssioner, 92 T.C. 661, 693 (1989).

Respondent used the source and application of funds nethod
(al so known as the cash expenditures in excess of reported incone
met hod) to reconstruct petitioner’s incone. Respondent failed to
include in his calculation the $120,000 in | oans petitioner
recei ved during 2002.° When these |loans are included in the
source and application of funds cal cul ation, petitioner does not
have any unreported i ncome for 2002 (the $120, 000 of | oans that
were not included as incone exceeds the $78,581 ($84,581 m nus
t he $6, 000 respondent conceded) determ ned to be unreported
incone). Accordingly, we find for petitioner on this issue.

[, Head of Househol d

An individual qualifies as a head of household if the
individual is not married at the close of the taxable year and
mai ntains as his home a household that constitutes for nore than
one-hal f of the taxable year the principal place of abode of an
i ndi vidual who qualifies as the taxpayer’s dependent within the
meani ng of section 151. Sec. 2(b)(1)(A).

Respondent did not raise the issue of head- of - househol d

filing status in the notice of deficiency. Respondent raised it

6 See supra note 3. Respondent disputed that petitioner
received the loans. W found as a fact that petitioner received
t he $120, 000 in | oans.
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as a new matter at trial. Accordingly, respondent bears the
burden of proof on this issue. See Rule 142(a).

Petitioner was not married at the close of the taxable year.
Respondent has not established that petitioner did not maintain
as his home a household that constituted for nore than one-half
of the taxable year the principal place of abode of an individual
who qualified as petitioner’s dependent wi thin the neaning of
section 151. Petitioner clainmed tw dependents on his 2002 tax
return. Furthernore respondent’s reconstruction of petitioner’s
i ncone using the source and application of funds nethod was based
on petitioner’s having a famly of three. Respondent has not
established the total cost of maintaining the household in 2002
or that petitioner did not provide over half of the cost.

Accordi ngly, respondent has failed to prove that petitioner is
not entitled to head-of-househol d status.

V. Section 6662(a)

Section 7491(c) provides that the Conm ssioner will bear the
burden of production with respect to the liability of any
i ndi vidual for additions to tax and penalties. “The
Comm ssi oner’ s burden of production under section 7491(c) is to
produce evidence that it is appropriate to i npose the rel evant
penalty, addition to tax, or additional anmount”. Swain v.

Commi ssioner, 118 T.C. 358, 363 (2002); see also Hi gbee v.

Commi ssioner, 116 T.C. 438, 446 (2001). However, the
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Comm ssi oner does not have the obligation to introduce evidence
regardi ng reasonabl e cause or substantial authority. Hi gbee v.

Conmi ssi oner, supra at 446-447.

Respondent determ ned that petitioner is liable for the
section 6662(a) penalty for 2002. Pursuant to section 6662(a)
and (b)(1) and (2), a taxpayer nmay be liable for a penalty of 20
percent on the portion of an underpaynent of tax due to
negl i gence or disregard of rules or regulations or a substanti al
understatenent of incone tax. “Negligence” includes any failure
by the taxpayer to keep adequate books and records or to
substantiate itens properly. Sec. 1.6662-3(b)(1), Inconme Tax
Regs. An “understatenent” is the difference between the anount
of tax required to be shown on the return and the anount of tax
actually shown on the return. Sec. 6662(d)(2)(A). A
“substantial understatement” exists if the understatenent exceeds
the greater of (1) 10 percent of the tax required to be shown on
the return for a taxable year, or (2) $5,000. See sec.
6662(d) (1) (A . Respondent nmet his burden of production as there
was a substantial understatenent.

The accuracy-related penalty is not inposed with respect to
any portion of the underpaynent as to which the taxpayer acted
Wi th reasonabl e cause and in good faith. Sec. 6664(c)(1). The

decision as to whether the taxpayer acted with reasonabl e cause
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and in good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs.

Petitioner maintained business records to substantiate his
expenses. In total the invoices hardly deviated fromthe
expenses clainmed by nore than a few dollars (with the exception
of the tel ephone costs which were off by approxi mtely $100). W
conclude that petitioner acted with reasonabl e cause and i n good
faith with respect to the substantiation of his business
expenses.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




