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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in, and accuracy-rel ated penalties under section 6662(a)
on, petitioners’ Federal income tax (tax):

Year Defi ci ency Accur acy- Rel ated Penalty
1997 $58, 427. 00 $7, 157. 80
1998 45, 435. 00 6, 824. 40
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The issues remaining for decision are:

(1) Are petitioners entitled for each of the taxable years
at issue to the depreciation deduction that they clain? W hold
that they are not.

(2) Are petitioners entitled for the taxable year 1998 to a
deduction of $14,686 for travel expenses? W hold that they are
not .

(3) Are petitioners liable for each of the taxable years at
i ssue for the accuracy-rel ated penalty under section 6662(a)?'?
We hold that they are.

FI NDI NGS OF FACT

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

Petitioners resided in Falnouth, Virginia, at the tinme they
filed the petition in this case.

In 1988, petitioners fornmed TGC Associates, Inc. (TGO, an
S corporation, that at all relevant tines provided consulting
services to various corporate and governnent entities. At al
relevant tinmes, TGC s principal place of business was |ocated in
petitioners’ residence.

During the taxable years at issue, petitioners were the only
two stockhol ders of TGC. For each of the taxable years at issue,

each petitioner had a zero basis in the TGC stock that each

IAIl section references are to the Internal Revenue Code
(Code) in effect for the years at issue. Al Rule references are
to the Tax Court Rules of Practice and Procedure.



owned.

During the taxable years at issue, petitioner Tibor CGuenther
Horwath (M. Horwat h) occasionally provided consulting services
as a sole proprietorship known as “Ti bor G Horwath, Consulting”
(Ti bor Horwath Consul ting).

C ai ned Depreci ati on Deducti ons

On June 24, 1992, TGC entered into contract DASG60-92-C 0069
(1992 contract) with the United States Arny Strategi c Defense
Command (SDC). During the course of the 1992 contract, SDC paid
TGC a total of $1,049, 117.

The 1992 contract provided in pertinent part with respect to
the specific tasks to be conpleted pursuant to that contract:

The follow ng specific tasks wll be performed under
t he proposed program

Phase |:

(1) Design and construct an experinmental
SSPG [smal | spinning projectile guid-
ance] seeker and associ ated | aboratory
setup for open | oop performance eval ua-
tion of the concept agai nst conputer
generated and recorded, single and nul -
tiple target and background i nmages.

(2) Evaluate the performance of the SSPG
seeker for various target and background
condi tions, including the presence of
det ect or noi se.

(3) Determne performance limts for the
SSPG seeker in terns of m nimum detect -
able line of sight notion to the target,
and its ability to extract target fea-
ture information.
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(5)

Phase 11:

(1)

(2)

(3)

(4)

(5)

(6)

(7)
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Conduct analysis to determne valid
paraneter ranges for follow on simnula-
tion effort, and attenpt to define pro-
j ected hardware inplenentations.

Prepare an interimreport of the find-
i ngs and recommendati ons.

Adapt the open | oop SSPG seeker | abora-
tory experinent for interfacing with a
6- DOF flight dynam cs conputer code for
a hardware in the | oop sinulation.

Design and construct a line of sight
(LOS) processor to extract guidance
informati on fromthe SSPG seeker out put
signal s.

Modi fy and update the existing 6-DOF
flight dynam cs code to include rapid
spin and nutation, and optim ze the code
for interface wwth the [ine of sight
processor and other relevant | aboratory
har dwar e

Assenbl e the hardware in the | oop sinu-
| ati on nodel using the above conponents,
debug and cal i brate, and perform sinul a-
tion runs against sinmulated single and
mul ti ple target and background i mages.

Transfer the hardware and software of
the sinmulation effort to the KH LS fa-
cility, interface wwth the KH LS equi p-
ment and conduct sinul ation agai nst
typical strategic and theater mssile
def ense scenari os.

Conduct a top |level projectile design,
defining a basic configuration, essen-
tial paraneters |like mass, nonents,

bal listic characteristics, and gui dance
and control, for various potential ap-
plications.

Prepare an interimreport and materi al
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for a briefing to the Governnent.
Phase I11:

(1) Conduct an analysis effort ainmed at
determ ning the optimum sel ection of
field test conditions, scaling of param
eters and target representations, and
prepare a test plan.

(2) Design and construct an experi nmental
gui ded SSPG test vehicle and | auncher to
be used in field tests.

(3) Repackage and miniaturize the |aboratory
SSPG seeker and |ine of sight processor
and integrate into the test vehicle,
together wth thrusters, solenoid val ves
and cold propellant reservoir.

(4) Define specific paraneters of the field
experinment by using the hardware in the
| oop sinulation nodel adapted for the
characteristics of the experinmental test
vehi cl e.

(5) Conduct field tests with various targets
and test conditions and docunent and
anal yze test data.
(6) Prepare a final report for the entire
effort and put together a briefing for
t he Governnent.
The 1992 contract provided in pertinent part with respect to
certain contract data requirenents:
CONTRACT DATA REQUI REMENTS LI ST

* * * * * * *

1) A001 2) Funds & Man-hour Expenditure Report

* * * * * * *

16) First report due 15 cal endar days after first ful
accounting period. Submssions will include both the
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formatted report and a columed report reflecting the
ti me- phased expenditure and forecast, on a cunul ative
basis by nonth, through the period of performance. A
formatted report and columed report will be submtted
for the total contract. G aphic plots are not re-
qui r ed.

1) A002 2) Contract Funds Status Report

* * * * * * *

16) First report due 15 days after first full account-
ing period. Colums 2-10 of blocks 12, 13, & 14 w |
be headed to show a 6-nonth “Rolling Wndow foll owed
by remai ning projections by FY. “Rolling Wndow' is
defined as a projection for each of the next 6 nonths
fromthe reported date. This will be followed by a
projection for remaining nonth by fiscal year.

1) A003 2) Innovations Report

* * * * * * *
16) Submt draft Innovations Report M.T 2 nonths after
identification to address in BLK 6. Governnment com

ments will be provided in 15 days: wupdate and distri b-
ute within 15 days.

* * * * * * *

1) A005 2) CQuarterly Progress Report

* * * * * * *

16) Initial report is to cover period ending first 3
mont hs foll ow ng contract award. Report is due 15 days
after conpletion of each quarters effort. Wen report
is presented orally, provide copies of viewgraphs and
narratives to attendees.

1) A006 2) Scientific & Technical Reports Summary

* * * * * * *

16) Submt final draft 60 days prior to end of the
contract. The governnent coments w |l be provided
within 30 days. A final version shall be delivered at
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ECC. The contractor shall identify, control, and

docunent any hazards and control procedures associ ated
with the process and include this docunentation in the

final report. Any design, nodeling, and hardware
resulting fromthis effort shall beconme governnent

property.

Pursuant to the 1992 contract, TGC, inter alia, designed and
constructed a conputer sinulator (conmputer simulator) that
consisted of a large calibrated star display, various conputers,
a precision spin and positioning platformfor seeker hardware,
assorted el ectronic devices, and special software devel oped for
controlling that equipnment. After TGC conpleted the testing and
anal ysis required by the 1992 contract, TGC was to transfer the
conputer sinulator and associated software to a United States
governnment facility in Florida for further testing.

On May 14, 1996, TGC entered into contract DASGS0-96- C- 0042
(1996 contract) with SDC. Pursuant to the 1996 contract, TGC was
to use the conputer simulator, when conpleted, to study various
technical matters related to strategic intercept wth | ow cost
precision intercept devices. Pursuant to that contract, SDC was
to pay TGC a total of $8, 169, 616.

On or about Decenber 17, 1996, TGC conpl eted the design
construction, and testing of the conputer simulator. The com
puter sinmulator was not transferred at that time or any other
time to the United States governnent facility in Florida.

On Novenber 6, 1997, petitioner Christel Horwath (M.

Hor wat h) executed on behalf of TGC a docunment entitled “Contrac-
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tor’s Rel ease and Assignnent” (1997 release) with respect to the
1992 contract. The 1997 rel ease provided in pertinent part:

Pursuant to the ternms of Contract No. DASGS0-92-C
0069 [ 1992 contract] and in consideration of the sum of
One MIlion Fourty [sic] Nine Thousand One Hundred
Seventeen Dol |l ars and NO cents ($1, 049, 117.00) which
has been or is to be paid under said contract with T&C
Associ ates, Inc. (hereinafter called “the Contractor”)
or its assignees, if any, the Contractor, upon paynent
of said sum by the UNI TED STATES OF AMERI CA (her ei naf -
ter called “the Governnent”), does hereby:

1. Rem se, release and di scharge the
Governnent, its officers, agents, and enpl oy-
ees of or fromall liabilities, obligations,

cl ai n8, and demands, what soever, under or
arising fromthe Contract * * *

At the tine the 1992 contract was term nated, the conputer
simul ator was the property of TGC. During the taxable years at
i ssue and continuing until the time of trial in this case, the
conputer simulator was |located in the basement of petitioners
resi dence.

On February 18, 1998, TGC filed a formal conplaint with the
M ssil e Def ense Conmmand concerning i nproper disclosure of TGC s
proprietary data.

On May 27, 1998, SDC notified TGC by letter that it was
termnating the 1996 contract pursuant to that contract’s limta-
tion of funds clause. As of that date, SDC had paid TGC only
$1, 015,805 of the original contract anount of $8,169, 616.

On March 31, 1999, TGC entered into a contract (1999 con-

tract) with the United States Arny Armanent Research, Devel op-
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ment, and Engi neering Center Tank-Autonotive and Armanents
Command, Armanment Research, Devel opnent, and Engi neering Center
| ocated at Picatinny Arsenal. Pursuant to the 1999 contract, TGCC
was to nodify the conputer simulator in order to accommbdate
tactical projectiles and performtests in order to make it
possi ble to evaluate smart nunitions technol ogy.

TGC entered into additional contracts after the 1999 con-
tract that required TGC to use the conputer sinmulator

G ai ned Travel Expense Deduction

During the taxable years at issue, TGC had a contract
(Primex contract) with Prinmex Technol ogies, Inc. (Prinex) under
whi ch TGC was to provide consulting services to Prinmex. TCC
retained Tibor Horwath Consulting (i.e., M. Horwath) and M.
Jean P. Smth (Ms. Smth) to provide to Prinmex on TGC s behal f
the consulting services required by the Prinmex contract. The
services that M. Horwath and Ms. Smth were to provide to Prinex
on TGC s behalf required M. Horwath and Ms. Smth to travel
extensively. Prinex agreed to pay TGC for such travel expenses.

Pursuant to the Prinmex contract, TGC sent Prinmex an invoice
every nonth. Each such invoice reflected, inter alia, a separate
category | abel ed “Expenses by Dr. Tibor G Horwath” and “Expenses
by Jean P. Smth”, which |isted the respective travel expenses
paid by M. Horwath and Ms. Smith in providing to Prinex on TGC s

behal f the consulting services required by the Prinmex contract.
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TGC treated as incone all paynents that it received from Prinmex
pursuant to the Prinmex contract, including paynments for the
respective travel expenses of M. Horwath and Ms. Smth.

During 1998, M. Horwath paid $16,812 in travel expenses in
connection with providing to Prinmex on TG s behalf the consult-
ing services required by the Prinmex contract. M. Horwath was
entitled to a reinbursenent by TGC for those travel expenses.

M. Horwath chose not to be reinbursed by TGC for the travel
expenses that he paid in 1998.

Petitioners’ Tax Returns

Petitioners filed Form 1040, |ndividual Incone Tax Return
(Form 1040), for each of the taxable years at issue, which M.
Horwat h prepared. (W shall refer to Forns 1040 that petitioners
filed for taxable years 1997 and 1998 as petitioners’ 1997 return
and petitioners’ 1998 return, respectively.) |In petitioners’
1997 return, petitioners clained for the first tinme a deprecia-
tion deduction with respect to the conputer sinmulator when in
Schedule C, Profit and Loss from Busi ness (Schedule C), of that
return (M. Horwath’s 1997 Schedule C), they clained such a
deduction of $75,250. |In Form 4562, Depreciation and Anortiza-
tion (Form 4562), relating to M. Horwath’s 1997 Schedul e C,
petitioners clained a basis of $215,000 in the conputer sinula-
tor. The $215,000 basis in the conputer sinulator that petition-

ers clainmed in Form 4562 represented their best estinmate of the
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repl acenent cost of that sinulator. |In Schedule C of petition-
ers’ 1998 return (M. Horwath's 1998 Schedule C), petitioners
clainmed a depreciation deduction of $57,100 with respect to the
conput er simulator and a deduction of $16,812 for the travel
expenses that M. Horwath paid in 1998.

Noti ce of Deficiency

On August 1, 2002, respondent issued to petitioners a notice
of deficiency (notice) with respect to their taxable years 1997
and 1998. In that notice, respondent determ ned, inter alia,
that petitioners are not entitled to the depreciation deductions
of $75,250 and $57,100 clained with respect to the conputer
sinmulator in petitioners’ 1997 return and petitioners’ 1998
return, respectively. Respondent also determned in the notice,
inter alia, that petitioners are not entitled to $14,686 of the
$16, 812 deduction that petitioners clainmed for the travel
expenses that M. Horwath paid in 1998.2 Respondent further
determined in the notice that petitioners are liable for each of

the taxable years at issue for the accuracy-rel ated penalty under

2Petitioners clainmed a deduction of $16,812 for travel
expenses in petitioners’ 1998 return. Respondent allowed $2,126
of that anmount. The record does not disclose why respondent
al l owed $2, 126 of the clainmed $16, 812 travel expenses. The
parties stipulated that the entire anount of travel expenses
(i.e., $16,812) was paid by M. Horwath in connection wth
providing to Prinmex on TGC s behalf the consulting services
required by the Primex contract. (W shall refer to the $14, 686
in travel expense that respondent disallowed in the notice as M.
Horwat h’s 1998 travel expenses.)



section 6662(a).
OPI NI ON
Petitioners bear the burden of proving that the determ na-
tions in the notice are erroneous.® See Rule 142(a); Wlch v.
Hel vering, 290 U.S. 111, 115 (1933).

C ai ned Depreci ati on Deducti ons

Petitioners no | onger contend that they are entitled to the
respective depreciation deductions that they clained in petition-
ers’ 1997 return and petitioners’ 1998 return. That is because,
according to petitioners: (1) SDC transferred the conputer
simulator to TGC by gift; (2) SDC s alleged gift of the conputer
simulator to TGC was a gift to petitioners as the stockhol ders of
TGC for purposes of determ ning any depreciation deductions
allowable with respect to that simulator; (3) pursuant to section
1015(a), petitioners’ basis in that sinmulator for such purposes
is SDC s cost of, and thus its basis in, that simulator; and

(4) SDC s cost of, and thus its basis in, the conputer simnulator

3The parties do not address the application of sec. 7491(a)
or (c) inthe instant case. Petitioners filed petitioners’ 1997
return on or about Aug. 15, 1998, and petitioners’ 1998 return on
or about July 16, 1999. W presune that respondent's exam nation
of those returns began after July 22, 1998, and that sec. 7491(a)
and (c) is applicable in the instant case. However, petitioners
do not argue that the burden of proof shifts to respondent under
sec. 7491(a). Even if petitioners had advanced such an argunent,
t hey have not established that they have conplied with the
applicable requirements of sec. 7491(a)(2). Under the circum
stances presented here, we conclude that the burden of proof does
not shift to respondent under sec. 7491(a).
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is the anmount that SDC paid to TGC pursuant to the 1992 contract,
i.e., $1,049,117, and not the $215,000 that petitioners clained
in Form 4562 relating to M. Horwath’s 1997 Schedul e C.

Respondent di sagrees wth the foregoing contentions of
petitioners. However, respondent appears to agree with petition-
ers, albeit for reasons different fromthose advanced by them
that petitioners, as the stockholders of TGC, would be entitled
to any depreciation deductions for the taxable years at issue
with respect to the conputer sinmulator that the Court were to
allow. In support of that position, respondent asserts on brief:

during the years at issue, petitioners were the only

sharehol ders of T&&C, thus, they controlled the com

puter sinulator and the depreciation deduction would

have flowed through to them Thus, the net effect on

petitioners is the same whether the depreciation deduc-
tion is taken on Schedule C or flowed through to them

* * %

On the record before us, we reject the foregoing position of
respondent as contrary to section 1366(d)(1). Section 1366(d)(1)
provi des:

SEC. 1366. PASS-THRU OF | TEMS TO SHAREHOLDERS

(d) Special Rules for Losses and Deductions. --
(1) Cannot exceed shareholder’s basis in

stock and debt.--The aggregate anount of

| osses and deductions taken into account by a

shar ehol der under subsection (a) for any

t axabl e year shall not exceed the sum of --

(A) the adjusted basis of the share-
hol der’s stock in the S corporation (deter-
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mned with regard to paragraphs (1) and
(2)(A) of section 1367(a) for the taxable
year), and

(B) the sharehol der’s adjusted basis of
any i ndebtedness of the S corporation to the
sharehol der (determ ned without regard to any
adj ust rent under paragraph (2) of section
1367(b) for the taxable year).

For each of the taxable years at issue, each petitioner had
a zero basis in the TGC stock that each owned.* Respondent is
thus wong in asserting on brief that the “net effect on peti-
tioners is the sane whet her the depreciation deduction is taken
on Schedule C or flowed through to them[from TGC, an S cor pora-
tion].”

We turn now to petitioners’ position that for purposes of
determ ni ng any depreciation deductions allowable with respect to
the conputer sinulator “TG&C is an S-corporation, [and] the
si mul ati on equi pnent, which was a gift for [sic] the conpany,
represents a gift to its stockholders.” As support for petition-

ers’ position, petitioners point to section 25.2511-1(c)(1) and

(g9)(1), Gft Tax Regs.® Petitioners’ reliance on those regul a-

“Petitioners do not contend, and the record does not estab-
lish, that for each of the taxable years at issue they had any
basis in any indebtedness of TGC to them

SPetitioners nmay have intended to rely on sec. 25.2511-
1(h)(1), Gft Tax Regs., and not sec. 25.2511-1(g)(1), Gft Tax
Regs., for their position that any gift of the conputer sinulator
that SDC made to TGC was a gift to petitioners as the stockhol d-
ers of TGC. Qur response to any such reliance by petitioners on
sec. 25.2511-1(h)(1), Gft Tax Regs., is the sane as our response

(continued. . .)



- 15 -
tions is msplaced. Section 25.2511-1(c)(1) and (g)(1), Gft Tax
Regs., deal only with the Federal gift tax and do not support
petitioners’ position that for Federal incone tax purposes they
are entitled to the depreciation deductions that they are claim
ing wth respect to the conputer simnulator

Assum ng arguendo that any gift of the conputer simulator by
SDC to TGC were to be treated as a gift of that sinmulator to
petitioners for Federal gift tax purposes, it does not follow
that petitioners, as the stockholders of TGC, are entitled to
depreci ati on deductions for Federal income tax purposes wth
respect to that simulator. A stockhol der:

is not usually entitled to a depreciation deduction for

property owned by his corporation because he has no

direct economc interest or investnent in the property.

* * * \Where the corporation is the owner of the prop-

erty and uses it in its business, the corporation, not

t he stockholders, is entitled to the depreciation

deducti on.

Hunter v. Conmi ssioner, 46 T.C. 477, 490 (1966).

On the record before us, we find that, assum ng arguendo
that we were to accept petitioners’ argunents that SDC trans-
ferred the conputer simulator to TGC by gift and that any such
gift to TGC represented a gift for Federal gift tax purposes to
petitioners as the stockhol ders of TGC, petitioners have failed

to establish that they are entitled for the taxable years at

(. ..continued)
set forth belowto their reliance on sec. 25.2511-1(c)(1) and
(9)(1), Gft Tax Regs.
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i ssue to the respective depreciation deductions that they are
claimng with respect to that simulator.?®

For the sake of conpl eteness, we shall address whet her,
assum ng arguendo (1) that SDC transferred the conputer simnulator
to TGC by gift and (2) that any such gift is treated as a gift to
petitioners for purposes of determning petitioners’ entitlenent
for the taxable years at issue to depreciation deductions with
respect to that simulator, petitioners have established the
anounts of such depreciation deductions to which they are enti -
tled. Petitioners argue that their basis in the conmputer sinula-
tor under section 1015(a) is SDC s basis in that sinulator, i.e.,
SDC s cost of that sinmulator. According to petitioners, SDC s
cost of, and thus its basis in, the conputer sinulator was
$1, 049,117, the anobunt that SDC paid to TGC pursuant to the 1992
contract, and not the $215,000 that petitioners claimed in Form
4562 relating to M. Horwath's 1997 Schedule C. 7

On the record before us, we reject petitioners’ argunent.

Section 167(c) provides in pertinent part: “The basis on which

5The record establishes that at the tine the 1992 contract
was term nated around Nov. 6, 1997, the conputer sinulator was
the property of TGC. Assum ng arguendo that SDC transferred the
conputer sinmulator to TGC by gift, the record does not establish
that TGC owned the conputer sinulator prior to the term nation of
the 1992 contract.

"The $215,000 that petitioners clainmed as their basis in the
conputer simulator in Form 4562 represented petitioners’ best
estimate of the replacenent cost of that sinulator.
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exhaustion, wear and tear, and obsol escence are to be allowed in
respect of any property shall be the adjusted basis provided in
section 1011". As pertinent here, section 1011(a) defines the
term "adj usted basis" as the basis determ ned under section 1012,
adj usted as provided under section 1016, and section 1012 pro-
vides that the basis of property is its cost. Section 1016(a)(2)
provides in pertinent part that adjustnments in respect of prop-
erty shall be nmade, inter alia, to the extent of the anount of
depreci ati on deductions allowed for that property. Section
1015(a) provides in pertinent part that if “property was acquired
by gift after Decenber 31, 1920, the basis shall be the sane as
it wuld be in the hands of the donor”.

Assum ng arguendo (1) that SDC transferred the conputer
simulator to TGC by gift, (2) that any such gift is treated as a
gift to petitioners for purposes of determ ning petitioners’
entitlenment for the taxable years at issue to depreciation
deductions wth respect to that sinulator, and (3) that petition-
ers’ basis in the conmputer simnulator under section 1015(a) is
SDC s cost of, and thus its basis in, that sinulator, we nust
determ ne SDC s cost of that simulator

Petitioners contend that SDC s cost of the conputer sinula-
tor is the anount that SDC paid to TGC pursuant to the 1992
contract (i.e., $1,049,117). On the record before us, we reject
that contention. SDC paid $1,049, 117 to TGC pursuant to the 1992

contract for all of the work that TGC performed under that
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contract. The work that TGC was to perform under the 1992
contract included 18 discrete tasks, only one of which was to
desi gn and construct the conputer sinmulator. Oher tasks re-
quired TGC, inter alia, to performtests, to analyze the results
fromthose tests, to design and construct a test vehicle and
| auncher, and to prepare various reports for SDC

On the record before us, we find that, assum ng arguendo
(1) that SDC transferred the conputer sinulator to TGC by gift,
(2) that any such gift is treated as a gift to petitioners for
pur poses of determ ning petitioners’ entitlenment for the taxable
years at issue to depreciation deductions with respect to that
sinmulator, and (3) that petitioners’ basis in the conputer
si mul ator under section 1015(a) is SDC s cost of, and thus its
basis in, that sinulator, petitioners have failed to establish
that the anount that SDC paid to TGC pursuant to the 1992 con-
tract (i.e., $1,049,117) is SDC s cost of, and thus its basis in,
the conputer sinulator. See secs. 1011(a) and 1012. On that
record, and meki ng those assunptions arguendo, we further find
that petitioners have failed to carry their burden of establish-
ing (1) how much of the anmobunt (i.e., $1,049,117) that SDC paid
to TGC pursuant to the 1992 contract was paid for the design and

construction of the conputer sinulator® and therefore was SDC s

8The record contains a so-called funds and man- hour expendi -
ture summary (expenditure summary) which detailed the anmounts
(continued. . .)
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cost of, and basis in, that sinulator, see secs. 1011(a) and
1012, or (2) any other basis in that simulator, see sec. 1.1015-
1(a)(3), Incone Tax Regs.

On the record before us, we find that, assum ng arguendo
(1) that SDC transferred the conputer sinulator to TGC by gift,
(2) that any such gift is treated as a gift to petitioners for
pur poses of determ ning petitioners’ entitlenment for the taxable
years at issue to depreciation deductions with respect to that
simulator, and (3) that petitioners’ basis in the conputer
si mul ator under section 1015(a) is SDC s cost of, and thus its
basis in, that sinulator, petitioners have failed to carry their
burden of establishing that they are entitled for the taxable
years at issue to the depreciation deductions that they are

claimng with respect to that sinulator.

8. ..continued)
that TGC expended as of Septenber 1996 pursuant to the 1992
contract. The anopunts detailed in the expenditure summary were
for categories such as “DI RECT LABOR" (e.g., costs for 4880
Seni or Technol ogi st man-hours, costs for 2475 Mat hemati ci an man-
hours) and “CONSULTANTS’. The expenditure summary did not show
how much of those anmounts TGC expended for the design and con-
struction of the conputer sinmulator and how nuch of those anmounts
TGC expended to conplete the other tasks that it was obligated to
perform under the 1992 contract. |In addition, the expenditure
summary indicated that as of Septenber 1996 TGC spent a total of
$9, 925 on “MATERI ALS". The expenditure sumuary did not indicate
how much of that amount TGC expended on naterials for the com
put er sinulator and how much TGC expended on materials that it
needed to conplete the other tasks that it was obligated to
perform under the 1992 contract.
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C ai nred Travel Expense Deduction

Petitioners argue that M. Horwath's 1998 travel expenses
are deducti bl e under section 162(a) as ordinary and necessary
busi ness expenses because M. Horwath paid those travel expenses
whil e perform ng consulting services for TGC. Respondent coun-
ters that petitioners are not entitled to a deduction for M.
Horwat h’s 1998 travel expenses because M. Horwath was entitled
to a reinbursement by TGC for such expenses, which M. Horwath
el ected not to request.

On the record before us, we agree with respondent. A
taxpayer is not entitled to a deduction for expenses to the
extent that such taxpayer is entitled to be reinbursed for such
expenses but does not clai msuch reinbursenent. See Levy V.

Comm ssi oner, 212 F.2d 552, 554 (5th Cr. 1954), affg. a Menoran-

dum Qpinion of this Court dated Mar. 9, 1953; Universal G|

Prods. Co. v. Canpbell, 181 F.2d 451, 475 (7th G r. 1950); see

al so Lucas v. Conmi ssioner, 79 T.C. 1, 7 (1982); Kennelly v.

Commi ssioner, 56 T.C 936, 943 (1971), affd. w thout opinion 456

F.2d 1335 (2d Cr. 1972); Stolk v. Conmm ssioner, 40 T.C. 345, 356

(1963), affd. per curiam 326 F.2d 760 (2d Cr. 1964); Podens v.

Comm ssioner, 24 T.C. 21, 22-23 (1955); Roach v. Conm ssioner, 20

B.T.A 919, 925-926 (1930). M. Horwath was entitled to a
rei nmbursenent by TGC for M. Horwath’s 1998 travel expenses.

However, he chose not to be reinbursed for those expenses.
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On the record before us, we find that petitioners have
failed to establish that they are entitled to a deduction for the
taxabl e year 1998 for M. Horwath's 1998 travel expenses.

Accur acy- Rel ated Penalty

Respondent argues that petitioners are liable for each of
the taxable years at issue for the accuracy-rel ated penalty under
section 6662(a) because of negligence or disregard of rules or
regul ati ons under section 6662(b) (1) or a substantial understate-
ment of incone tax under section 6662(b)(2).

Respondent has the burden of production under section
7491(c) wth respect to the accuracy-rel ated penalty under
section 6662(a).° To neet that burden, respondent must cone
forward with sufficient evidence indicating that it is appropri-

ate to inpose the relevant penalty. Higbee v. Conm ssioner, 116

T.C. 438, 446 (2001).

For purposes of section 6662(a), the term "negligence"
includes any failure to nmake a reasonable attenpt to conply with
the Code, and the term "disregard" includes any carel ess, reck-
| ess, or intentional disregard. Sec. 6662(c). Negligence has
al so been defined as a lack of care or failure to do what a

reasonabl e person woul d do under the circunstances. Leuhsler v.

Comm ssi oner, 963 F.2d 907, 910 (6th CGr. 1992), affg. T.C. Meno.

1991-179; Antonides v. Comm ssioner, 91 T.C. 686, 699 (1988),

°See supra note 3.
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affd. 893 F.2d 656 (4th G r. 1990).

The record establishes that petitioners used the estinated
repl acenent cost for the conputer simulator in determ ning the
respecti ve depreciation deductions clainmed with respect to that
sinmulator in petitioners’ 1997 return and petitioners’ 1998
return. The record al so establishes that petitioners took a
deduction for M. Horwath’s 1998 travel expenses in petitioners’
1998 return even though M. Horwath was entitled to a reinburse-
ment by TGC for such expenses, which he chose not to claim

Wth respect to the respective depreciation deductions
relating to the conputer sinulator that petitioners clainmed in
petitioners’ 1997 return and petitioners’ 1998 return, assum ng
arguendo that petitioners were not negligent in claimng that
t hey, as the stockholders of TGC, were entitled to such deprecia-
tion deductions, the basis that they clained in Form 4562 rel at -
ing to M. Horwath’s 1997 Schedule C in determ ning those depre-
ci ation deductions, nanely, the estimated repl acenent cost of
that conmputer simulator, has no support in the Code, the regul a-
tions, or the caselaw. See secs. 167(c), 1011, 1012; secs.

1.167(a)-1(a), 1.1011-1, 1.1012-1(a), lIncone Tax Regs.; Meredith

Corp. & Subs. v. Comm ssioner, 102 T.C. 406, 423 (1994); Dunont -

Airplane & Marine Instrunents, Inc. v. Commi ssioner, 28 T.C. 1308

(1957).

Wth respect to the deduction for M. Horwath’s 1998 travel
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expenses that petitioners clainmed in petitioners’ 1998 return,

t hat deduction is not supported by the Code, the regul ations, or
the casel aw. See sec. 162(a); sec. 1.162-1(a), Incone Tax Regs.;

Levy v. Conm ssioner, supra at 554; Universal G| Prods. Co. V.

Canpbel |, supra at 475.

On the record before us, we find that respondent has satis-
fied respondent’ s burden of production under section 7491(c) wth
respect to the accuracy-related penalties under section 6662(a)
determned in the notice.

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1). The
determ nati on of whether the taxpayer acted with reasonable
cause, or in good faith, depends on the pertinent facts and
circunst ances, including the taxpayer's efforts to assess such
taxpayer’s proper tax liability, the know edge and experience of
t he taxpayer, and the reliance on the advice of a professional,
such as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs.

Petitioners argue that they had reasonabl e cause for, or
acted in good faith in, claimng the respective depreciation
deductions in petitioners’ 1997 return and petitioners’ 1998
return with respect to the conputer sinulator because that

simul ator was a uni que piece of equipnent, and petitioners’
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estimate of the replacenent cost of the conmputer simulator was
reasonable. On the record before us, we reject petitioners’
argunent. Petitioners were in a unique position to know SDC s
cost of, and thus its basis in, the conputer sinulator. That is
because they, acting on behalf of TGC, designed and constructed
that simulator and carried out the other work that TGC perforned
for SDC under the 1992 contract. Assum ng arguendo that peti-
tioners were not negligent in claimng that they, as the stock-
hol ders of TGC, were entitled to the respective depreciation
deductions in petitioners’ 1997 return and petitioners’ 1998
return, on the record before us, we find, for the reasons set
forth above in our discussion of the basis under section 167(c)
on which a taxpayer may claima depreciation deduction, that
petitioners did not have reasonable cause for, or act in good
faith in, using the estimted replacenent cost of the conputer
simulator in calculating such depreciation deductions.
Petitioners advance no argunent that they had reasonabl e
cause for, or acted in good faith in, claimng a deduction for
M. Horwath’s 1998 travel expenses in petitioners’ 1998 return.
In any event, petitioners knew that M. Horwath was entitled to a
rei nbursenent by TGC for M. Horwath's 1998 travel expenses and
that M. Horwath chose not to be rei nbursed by TGC for such
expenses. On the record before us, we find that petitioners have

failed to establish that they had reasonabl e cause for, or acted
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in good faith in, claimng a deduction for M. Horwath's 1998
travel expenses in petitioners’ 1998 return.

On the record before us, we find that petitioners have
failed to show that they were not negligent and did not disregard
rules or regulations within the nmeaning of section 6662(b)(1), or
ot herwi se did what a reasonabl e person would do, with respect to
t he under paynent for each of the taxable years at issue. On that
record, we further find that petitioners have failed to show that
they acted with reasonabl e cause, or in good faith, wth respect
to each such underpaynment. See sec. 6664(c)(1). On the record
before us, we find that petitioners have failed to establish that
they are not liable for the accuracy-rel ated penalty under
section 6662(a) for each of the taxable years at issue.®

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be

wi thout nerit, irrelevant, and/or noot.?!?

10\W¢ have found that petitioners are liable for each of the
taxabl e years at issue for the accuracy-rel ated penalty under
sec. 6662(a) because of negligence or disregard of rules or
regul ati ons under sec. 6662(b)(1). In light of that finding, we
shal |l not address respondent’s alternative argunent that peti-
tioners are liable for each of the taxable years at issue for the
accuracy-rel ated penalty under sec. 6662(a) because of a substan-
tial understatenent of income tax under sec. 6662(b)(2).

petitioners advance certain contentions and argunents
relating to the ownership of the conmputer simulator and SDC s
all eged transfer by gift of the conputer sinulator to TGC. W do
not address those contentions and argunents because, even if we
were to accept them on the instant record we nonethel ess reject
(continued. . .)



- 26 -

To reflect the foregoing and the concessions of petitioners,

Deci sion will be entered for

respondent.

(... continued)
petitioners’ position that they are entitled to the depreciation
deductions clainmed with respect to the conputer sinulator for the
t axabl e years 1997 and 1998.



