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JACOBS, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed. Pursuant to section 7463(b), the
decision to be entered is not reviewable by any other court, and
this opinion shall not be treated as precedent for any other

case.
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Respondent determ ned a deficiency of $33,626 in
petitioner’s Federal incone tax, an addition to tax under section
6651(a) (1) of $3,431.60, and an accuracy-rel ated penalty under
section 6662(a) of $6,725.60, for 2007. After concessions, the
i ssues remaining for decision are: (1) Wether petitioner is
entitled to deduct certain business expenses as reported on
Schedule C, Profit or Loss From Busi ness; (2) whether petitioner
underreported Schedul e C gross receipts by $73,036; (3) whether
petitioner is liable for an addition to tax pursuant to section
6651(a)(1); and (4) whether petitioner is liable for the section
6662(a) accuracy-rel ated penalty.
Al'l section references are to the Internal Revenue Code in
effect for 2007, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

Backgr ound

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are
incorporated herein by this reference. Petitioner resided in
Maryl and when the petition was fil ed.

Petitioner received a master’s degree in accounting and
taxation from Sout heastern University in Washington, D.C., and is
a certified public accountant (C.P.A ). In 2007 he was |icensed
in Maryland. During 2007 petitioner was the owner and sole

proprietor of AMB CPA Services, which provided tax preparation
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services for 75 to 100 clients. Petitioner is currently pursuing
a | aw degr ee.

Petitioner filed his 2007 Form 1040, U.S. Individual |ncome
Tax Return, on June 13, 2008, alnobst 2 nonths after it was due,
conputing his tax using a filing status of “Married filing
separately”.! He did not file Form 4868, Application for
Automatic Extension of Tinme To File U S. Individual Incone Tax
Return, and the record does not indicate that he otherw se
requested an extension of tine to file his 2007 incone tax
return. On his 2007 incone tax return petitioner reported net
busi ness inconme of $4,885, the difference between the reported
Schedul e C gross recei pts of $28,500 and the cl ai mned Schedule C
busi ness expenses of $23,615. The cl ai med busi ness expenses
consi sted of $6,800 for business supplies, $2,750 for “other
expenses”, and $14,065 for car and truck expenses.

On Schedule A, Item zed Deductions, petitioner deducted
$37,984, consisting of $5,142 for State and | ocal taxes paid and
$32,842 for nortgage interest paid. |In the notice of deficiency,

respondent disallowed the clainmed Schedul e A deductions on the

Petitioner’s wife tinely filed a Form 1040 for 2007. The
return, which petitioner prepared, applied head of household
filing status, and zero taxable income was reported thereon. On
the return petitioner’s wife clainmed entitlenent to an earned
incone credit of $1,465 and a child tax credit of $2, 000.
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basis of petitioner’s failure to substantiate that he incurred
and/ or paid such expenditures.?

Respondent, acting through Revenue Agent Janmes C. Brown (the
exam ni ng agent), began an exam nation of petitioner’s 2007
incone tax return in June 2008, as a conpliance check, at the
conclusion of the audit of petitioner’s 2004, 2005, and 2006
income tax returns. |In doing so, the exam ning agent noticed
that the relatively small anmount of inconme petitioner reported on
his 2007 income tax return “did not support the item zed
deductions and the Schedul e C expenses as stated on the tax
return.”

On June 19, 2008, after conpleting a financial status
anal ysis for 2007, the exam ning agent notified petitioner that
his 2007 income tax return was under exam nation. The exam ning
agent set up an initial appointnent to discuss petitioner’s 2007
tax return and sent an Information Docunent Request (IDR) to him
The I DR requested that petitioner provide books and records for
his tax return preparation business, including docunents to
substantiate his clained busi ness expenses. The exam ni ng agent
wanted to discuss the IDRwth petitioner at a nmanager’s
conference (which petitioner requested) relating to the

closing of the audit of his 2004, 2005, and 2006 tax returns.

2Respondent concedes that petitioner is entitled to a
deduction of $4,956 for real estate taxes paid and a nortgage
i nterest deduction of $46,245, for a total of $51, 201.
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The manager’s conference was schedul ed for July 15, 2008, but at
petitioner’s request it was rescheduled to July 18. That
manager’ s conference was cancel ed by petitioner. After
petitioner cancel ed the manager’s conference, the exam ning agent
closed the audit of petitioner’s 2004, 2005, and 2006 tax
returns, |eaving open for exam nation the 2007 tax year.

In connection with the audit of his 2004, 2005, and 2006 tax
returns, petitioner told the exam ning agent that he was not
required to provide the Internal Revenue Service with any records
or documentation other than those which had been submtted with
his inconme tax returns. |Indeed, petitioner never provided the
exam ni ng agent with docunents of any kind with respect to years
2004, 2005, and 2006 during the audit for those years. Nor did
petitioner respond to the IDR for 2007.

On Septenber 2, 2008, the exam ning agent (1) mail ed
petitioner a second IDR for 2007, and (2) issued bank sumonses
to obtain information with respect to two bank accounts known to
be held by petitioner. Petitioner filed a notion in Federal
court (the record does not reveal which Federal court) to quash
t he summonses. That notion was denied. Thereafter the bank
conplied with respondent’s summonses. The information the bank
provi ded was insufficient to show that petitioner received any

mat eri al anount of income during 2007. O the two accounts
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summoned, one showed that it had been closed and the other showed
deposits of approximately $1, 000.

| nasnmuch as petitioner did not respond to the second I DR and
because the bank records were not “illumnating”, in Decenber
2008 the exam ning agent mailed a third IDR for 2007 to
petitioner. Petitioner did not provide any information or
docunentation in response to this IDR

The exam ni ng agent then used the source and application of
funds nmethod to reconstruct petitioner’s incone for 2007,
applying the guidelines set forth in the Internal Revenue Manual
(I1RM. The exam ning agent used this nethod to determ ne
petitioner’s inconme indirectly because the Schedul e C busi ness
expenses and cl ai ned Schedule A item zed deductions exceeded the
i ncone reported on petitioner’s 2007 inconme tax return.

The source and application of funds nmethod reconstructs the
estimated anount of the taxpayer’s inconme by determ ning the
excess of the taxpayer’s expenditures for the year over his known
sources of inconme. The exam ning agent cal cul ated petitioner’s
expenditures to be $101,536 by adding (1) petitioner’s Schedule A
deductions of nortgage interest and real estate taxes paid

totaling $51,201;2 (2) petitioner’s Schedule A State and | ocal

3As nmentioned supra note 2, respondent conceded that
petitioner is entitled to Schedul e A deductions totaling $51, 201,
which is greater than the $37,984 clained on petitioner’s 2007
tax return. The exam ning agent used this greater anount in
(continued. . .)



- 7 -
tax deduction of $186; (3) petitioner’s Schedul e C expenses for
busi ness supplies and what petitioner |listed as “other expenses”
totaling $9,550;% and (4) an estinmate of petitioner’s personal
l'iving expenses for 2007 of $40,599. Fromthe $101, 536, the
exam ni ng agent subtracted $28,500, the anmpunt petitioner
reported as Schedule C gross receipts. Thus, the exam ning agent
determ ned petitioner had an excess application of funds, i.e.,
unreported i ncome for 2007, totaling $73,036 ($101, 536 -
$28, 500) .

In estimating petitioner’s personal |iving expenses (e.g.,
food, housing, transportation, etc.) the exam ning agent used the
Bureau of Labor Statistics (BLS) Consunmer Expenditure Survey (the
survey) for the south region, which is the region for Mryl and.
The estinmate for personal |iving expenses includes nortgage
i nterest expense, property taxes, and State and | ocal taxes.
Because the exam ni ng agent used petitioner’s actual expenses
with respect to the nortgage interest, property taxes, and State
and | ocal taxes, he subtracted the survey' s estimates for these

itens fromhis cal cul ation

3(...continued)
reconstructing petitioner’s 2007 incone.

“The exam ni ng agent did not include petitioner’s clained
Schedul e C car and truck expenses of $14,065 in his
reconstruction of petitioner’s inconme because there was a
possibility that depreciation (a noncash item was included in
t hose expenses.
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Al t hough the exam ning agent used the busi ness expenses set
forth on Schedule Cin reconstructing petitioner’s incone, he
determ ned that deductions for these expenses should be
di sal l owed for lack of substantiation. The exam ning agent also
determ ned that for 2007 petitioner was liable for an addition to
tax pursuant to section 6651(a)(1l) for failure to file a tinely
return and an accuracy-rel ated penalty pursuant to section
6662(a) .

Di scussi on

Di sal | owed Deducti ons

Deductions are a matter of |egislative grace, and taxpayers
bear the burden of proving that they are entitled to al

deductions clained. Rule 142(a); INDOPCO, Inc. v. Conmm ssioner,

503 U.S. 79, 84 (1992); New Colonial Ice Co. v. Helvering, 292

U S. 435, 440 (1934). Moreover, taxpayers nmust substantiate the

anount and purpose of the item deducted. Hradesky v.

Commi ssioner, 65 T.C. 87, 89-90 (1975), affd. per curiam540 F.2d

821 (5th Cr. 1976). Taxpayers are required to maintain records
that are sufficient to enable the Comm ssioner to determne their

correct tax liability. See sec. 6001; Meneguzzo v. Conm Ssioner,

43 T.C. 824, 831-832 (1965); sec. 1.6001-1(a), Incone Tax Regs.
Under certain circunstances, if a taxpayer establishes
entitlenent to a deduction but not the anpunt of the deduction,

the Court may estimte the anount allowable, Cohan v.
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Commi ssioner, 39 F.2d 540, 543-544 (2d G r. 1930), if the

t axpayer provides sone rational basis on which an estinmte may be

made, Vanicek v. Conmm ssioner, 85 T.C 731, 742-743 (1985).

A.  Busi ness Supplies

Petitioner deducted Schedul e C business supply expenses of
$6, 800 on his 2007 income tax return. At trial petitioner
admtted he did not provide the exam ning agent with any
docunent ati on that woul d substantiate any of the cl ained
expenses. Nor did petitioner submt any substantiating docunments
at trial.

Petitioner asserts that he was “frantically busy | earning
how to establish and carry on a CPA practice but had little tine
to docunent the expenses” and that his failure in this regard was
an “honest belief that the petitioner was not doing anything
wong.” W do not find petitioner’s assertion credible.
Petitioner was a C.P. A operating a tax preparation business. He
knew, or should have known, that a taxpayer is required to
substantiate all clained deductions. Because petitioner failed
to provide any docunentary evidence to substantiate the clained
Schedul e C busi ness expenses, we have no reasonabl e basis on
which to estimate the anount of expenses he incurred.
Consequently, we sustain respondent’s disallowance of a deduction

for these expenses.



B. “Ct her Expenses”

Petitioner deducted “ot her expenses” of $2,750 on Schedul e
C. Wth respect to these expenses, petitioner stated: “Qher
expenses of $2,750 may have been ny, | think that has to do with
my enhanced educational [sic].” Petitioner was unable to recal
t he exact nature of the educational expenses but felt they
probably were for classes taken in pursuit of a | aw degree.

Petitioner failed to substantiate these expenses. Again, we
have no reasonabl e basis on which to estimate the anount of
expenses petitioner incurred. Moreover, even had petitioner
substanti ated these expenses, educational expenses are not
deductible if they are part of a course of study that wll
qualify the taxpayer in a new trade or business. Sec. 1.162-
5(b)(3), Incone Tax Regs. Consequently, we sustain respondent’s
di sal | onance of the deduction for these expenses.

C. Car and Truck Expenses

Cars and trucks are “listed property” pursuant to section
280F(d)(4). “[L]isted property” is subjected to the heightened
substantiation requirenents of section 274(d). Again, petitioner
provi ded no substantiation with respect to these expenses.
| ndeed, petitioner was unclear as to whether he used his vehicle
for both business and personal use. Consequently, we sustain

respondent’ s di sal |l owance of a deduction for these expenses.



1. Unreported | ncone

In determ ning the tax deficiency for 2007, the exam ning
agent reconstructed petitioner’s incone using the source and
application of funds nethod.

Section 6001 requires all taxpayers to maintain sufficient
records to determne their correct tax liabilities. Were a
taxpayer fails to keep the required books and records, or if the
records the taxpayer maintains do not clearly reflect incone, the
Commi ssioner is authorized by section 446 to reconstruct the
taxpayer’s income in accordance with a nmethod that clearly

reflects the full anmount of incone received. Pet zol dt V.

Comm ssioner, 92 T.C. 661, 686-687 (1989); Menequzzo V.

Conmi ssi oner, supra at 831. The incone reconstructi on net hod

used need only be reasonable in light of all the surrounding

facts and circunstances. Pet zol dt v. Conm ssi oner, supra at 687.

The source and application of funds nethod is well accepted
as an appropriate nmethod of reconstructing a taxpayer’s incone.

United States v. Johnson, 319 U. S. 503, 517 (1943). This incone

reconstruction nmethod is based upon the assunption that the
anount by which a taxpayer’s cash expenditures during the year
exceed the taxpayer’s known sources of incone is inconme unless
t he taxpayer can show that the expenditures were made from a
nont axabl e source of funds. A deficiency determ ned by the use

of this inconme reconstruction nmethod is presunptively correct,
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and the burden of proof is upon the taxpayer to denonstrate

ot herw se. DeVenney v. Conmm ssioner, 85 T.C 927, 930-931

(1985). To neet his burden, the taxpayer nust prove either that
soneone el se nade the expenditures or that the funds used were
obt ai ned from a nontaxabl e source such as a | oan, an inheritance,
or assets on hand at the beginning of the year. [|d. at 931.

In Holland v. Conm ssioner, 348 U. S. 121, 135-136 (1954),

the Supreme Court limted the Conm ssioner’s use of the net worth
met hod of reconstructing income by requiring the Conm ssioner to
track down rel evant |eads furnished by the taxpayer which are

reasonably suscepti ble of being checked and by requiring the

Comm ssioner to show that increases in net worth are attributable
to currently taxable income. This Court has held this Iimtation
to be applicable in cases involving the source and application of

f unds net hod. DeVenney v. Conm ssioner, supra at 931. However ,

in Meier v. Conmm ssioner, 91 T.C 273, 296 (1988), we stated:

Before the safeguards in Holland are triggered, * * *

[the taxpayer] nust either explain the source of or provide
al ternative nontaxabl e sources for the discrepancy in his
expenditures and his reported incone. This explanation
commences respondent’s investigative requirenments under
Holland. * * *

Petitioner testified that his wife helped pay the famly
expenses. Yet a review of her tax return shows that she did not

have sufficient income to pay petitioner’s expenses.® Mreover,

SPetitioner’s wife's 2007 tax return shows total incone of
(continued. . .)
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even though petitioner’s wife was present in the courtroom she
did not testify. Because she did not testify, we assune her
testi mony woul d not have corroborated her husband’ s testinony.

See Wchita Terminal Elevator Co. v. Comm ssioner, 6 T.C. 1158,

1165 (1946), affd. 162 F.2d 513 (10th G r. 1947).

Petitioner presented no other source of incone or
expl anation. |Instead he argued that he was able to get noney by
“hustling and bustling”, and he testified: “If | stand here
right nowto tell you exactly how | cane through with all of
t hose nonies, | would be, | amunder oath, cautious of it * * *
but certainly lots of people helped.” On the record before us,
we concl ude that the exam ning agent’s use of the source and
application of funds nethod was reasonabl e.

Petitioner objects to the exam ning agent’s use of the
survey to estimate his personal |iving expenses, asserting his
actual living expenses were | ess than the survey estimtes and
therefore use of the survey is inappropriate. Petitioner refused
to provide the exam ning agent with docunentation of his
expenses, which is the very reason the exam ni ng agent was forced
torely on the survey to estimate petitioner’s personal |iving

expenses.

5(...continued)
$32,918, tuition expenses of $4,000, State and | ocal income tax
of $1,504, and unrei nbursed enpl oyee expenses of $21,466. Thus,
petitioner’s wife had but $5,948 of disposable incone for 2007.
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We have previously held that the Conm ssioner has “great
latitude” in determining a taxpayer’'s tax liability, particularly
where the taxpayer refuses to cooperate. See G ddio v.

Comm ssi oner, 54 T.C. 1530, 1533 (1970). Wth no other option

avai |l abl e, use of the survey to estimate petitioner’s personal
[ iving expenses provides a reasonable estimate of his incone.
Petitioner next asserts:
Respondent has not carried their [sic] burden of proving
that petitioner actually received the $101, 000 because
respondent used a nodified statistical nmethod m xi ng average
Amounts [sic] for actual amounts in his use of the indirect
met hod Wi ch [sic] has never been used in history of the
Treasury regulations * * *,
Thus, petitioner objects to the exam ning agent’s use of
petitioner’s actual expenses where available (i.e., his nortgage
i nterest expense, his real estate tax expense, and his State and
| ocal tax expense) as opposed to estimates used in the survey.
We find petitioner’s assertion unpersuasive. The |IRM states
that BLS data (i.e., the survey) may be used to reconstruct
incone and that this statistical data may be used in conjunction
with other available information, including information froma
taxpayer’s tax return. |IRMpt. 4.10.4.6.1.3.1(1) (Sept. 11
2007). The IRM provides that statistical data should be used as
the sol e source of information only when all three of the
following conditions are net: (a) The taxpayer produces incone

ot her than as an enpl oyee; (b) the taxpayer is a nonfiler; and

(c) the taxpayer is uncooperative. 1d. Condition (b) is not
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herein present. Thus, the exam ning agent was obliged by the IRM
to use petitioner’s known actual expenses in reconstructing his
incone. We find respondent’s use of both the personal |iving
expense estimates (as set forth in the survey) and petitioner’s
actual expenses reasonabl e under the circunstances.

However, the exam ning agent erred to an extent in
calculating petitioner’s cash expenditures (i.e., the application
of funds). The exam ning agent disallowed the anounts petitioner
cl aimed on Schedul e C for business supplies and “ot her expenses”,
$6, 800 and $2, 750, respectively, a total of $9,550,° because
petitioner failed to substantiate these expenses. But the
exam ni ng agent used these disall owed unsubstanti ated anmounts in
determ ning petitioner’s cash expenditures. W believe it was
not reasonable for the exam ning agent to disall ow expenses for
| ack of substantiation on the one hand and then, on the other
hand, claimthat those unsubstantiated anounts refl ect

petitioner’s expenditures. See Cheesnman v. Conm ssioner, T.C

Meno. 1994-509.7 Consequently, we hold that the exam ni ng agent

may not use petitioner’s disallowed Schedul e C expenses to

6As noted supra note 4, the exam ning agent did not include
petitioner’s claimed car and truck expenses in his reconstruction
of petitioner’s incone.

I'n Cherry v. Conm ssioner, T.C. Mnp. 1998-360, the
Comm ssi oner conceded at trial that a proper reconstruction of
the taxpayer’s incone using the source and application of funds
met hod woul d not include any deductions clained by the taxpayer
but disall owed by the Conm ssi oner.
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reconstruct his income. Because of this error, respondent nust
recal cul ate petitioner’s 2007 unreported inconme. This can be
done in the Rule 155 conputation.

[11. Addition to Tax Under Section 6651(a)(1)

Section 6651(a)(1l) inposes an addition to tax for a
taxpayer’s failure to tinely file an incone tax return unless the
failure to file is due to reasonable cause and not wllfu
neglect. This addition to tax consists of adding to the anount
required to be shown as tax on the return 5 percent of the anount
of such tax for each conplete or partial nonth in which the
failure to file continues, up to a maxi num of 25 percent in the
aggregate. 1d. Respondent has the burden of production pursuant
to section 7491(c). To satisfy that burden, respondent nust
produce sufficient evidence denonstrating that it is appropriate

to inpose the addition to tax. See Higbee v. Comm ssioner, 116

T.C. 438, 446 (2001). Once respondent has nmet his burden of
production, petitioner nust conme forward with evidence sufficient
to persuade the Court that respondent’s determnation is
incorrect. |d. at 447.

Respondent has satisfied his burden of production. The
record clearly reflects that petitioner did not tinely file his

2007 incone tax return. And petitioner has not denonstrated that
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his failure to tinely file his 2007 incone tax return was due to
reasonabl e cause® and not due to willful neglect.

Petitioner asserts that he filed | ate because respondent was
audi ting his 2004, 2005, and 2006 tax returns and “in ny view, if
t hese people were going hunting or fishing towards ne, or
whatever is notivating them 1’'Il wait until there is a
resolution on those audits before | file ny tax return for 2007.”
Petitioner’s assertion that he delayed filing until the exam ning
agent conpleted auditing his 2004, 2005, and 2006 tax returns,
even if relevant, does not constitute reasonabl e cause. See

A owi nski v. Conmm ssioner, 25 T.C 934, 936 (1956), affd. 243

F.2d 635 (D.C. Cir. 1957). Petitioner is therefore liable for
the section 6651(a)(1) addition to tax. However, respondent nust
reconpute the amount of the addition to tax to reflect the
recal cul ation of petitioner’s 2007 unreported inconme. This can
be done in the Rule 155 conputati on.

V. Section 6662(a) Accuracy-Rel ated Penalty

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent of tax attributable to, inter alia, negligence
or disregard of rules or regulations, as provided in section

6662(b)(1); or a substantial understatenent of incone tax, as

8Reasonabl e cause requires a taxpayer to denpnstrate that he
exerci sed ordi nary busi ness care and prudence but nonet hel ess was
unable to file a return within the prescribed tine. United
States v. Boyle, 469 U S. 241, 245-246 (1985); Bruner v.
Comm ssioner, T.C Menp. 1998-246.
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provided in section 6662(b)(2). Negligence includes any failure
to make a reasonable attenpt to conply with the provisions of the
I nt ernal Revenue Code. Sec. 6662(c). Negligence also includes
any failure by the taxpayer to keep adequate books and records or
to substantiate itens properly. Sec. 1.6662-3(b)(1), Incone Tax
Regs. The term “di sregard” includes any carel ess, reckless or
intentional disregard. Sec 6662(c).

The section 6662(a) accuracy-rel ated penalty does not apply
where the taxpayer shows that there was reasonabl e cause for the
under paynent and that he acted in good faith. Sec. 6664(c)(1).
Such a show ng depends on the facts and circunstances of each
case and includes the knowl edge and experience of the taxpayer
and the reliance on the advice of a professional, such as an
accountant. Sec. 1.6664-4(b)(1), Incone Tax Regs.

Respondent has the burden of production pursuant to section
7491(c). To satisfy that burden, respondent mnust produce
sufficient evidence showing that it is appropriate to inpose the

penalty. See Higbee v. Comnm ssioner, supra at 446. On the

record before us, respondent has satisfied his burden by
produci ng evidence that petitioner failed to keep books and
records and failed to substantiate his cl ai med deducti ons.
Petitioner has not denonstrated that there was reasonabl e
cause for the underpaynent and that he acted in good faith.

Petitioner is a C.P.A and holds a master’s degree in accounting
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and taxation. Yet when asked by the exam ning agent to provide
docunentation to substantiate his clained busi ness expenses, he
failed to do so. Petitioner asserted that this was not
negl i gence; rather, “it’s nore or |less when you re starting out
doi ng sonething, |ike a nmedical doctor doing operations or maybe
a |l awyer representing sonebody in the courtroom you have a | ot
to learn. You do nmake m stakes here and there.” W find
petitioner’s cavalier attitude unacceptable. This is not what a
reasonabl e person would do, particularly a C P. A

We hold petitioner liable for the section 6662(a) accuracy-
rel ated penalty. However, respondent nust reconpute the penalty
according to our holding that there nust be a recal cul ati on of
petitioner’s 2007 unreported inconme. Again, this can be done in
the Rule 155 conputati on.

We have considered all of petitioner’s contentions that are
not di scussed herein, and we conclude they are without nerit,
irrelevant, and/or noot.

To reflect the foregoing and respondent’s concessi ons,

Deci sion will be entered

under Rul e 155.




