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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in

petitioner’s Federal incone tax for 2001 of $14,575, as well as

an addition to tax under section 6662(a) of $2,915.1

1 Unless otherwi se indicated, all section references are to

the I nternal Revenue Code, as anended, and Rule references are to
the Tax Court Rules of Practice and Procedure. Anpunts are

(continued. . .)



-2 -

The issues for decision are: (1) Wether petitioner is
entitled to section 179 expense and section 167 depreciation
deductions; (2) whether petitioner has sufficient basis in a
partnership entitling himto deduct partnership | osses; and (3)
whet her petitioner is liable for an accuracy-rel ated penalty
pursuant to section 6662(a).

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. Contrary to the petition,
whi ch indicated petitioner resided in Elizabetht own,

Pennsyl vani a, when the petition was filed petitioner resided in
Li ncol n, California.

A. Petitioner’s Backqground

Petitioner graduated fromcollege with a degree in political
sci ence and accounting and subsequently pursued a master’s degree
in taxation and busi ness adm nistration. He did not conplete the
graduate degrees. Wiile working on his nmaster’s in taxation,
petitioner was enpl oyed as a tax manager for Levin Rosenfeld in
Bedm nster, New Jersey. A year later, he left Levin Rosenfeld
and noved to Ghio to work for Provident Nursing Hones as its

assistant controller. In January 1988, he began enploynment with

Y(...continued)
rounded to the nearest doll ar.
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the Internal Revenue Service (IRS) as a revenue agent in the
Mansfield, Chio, office. Wile in the Mansfield office, he
becane an industry specialist in the fields of healthcare, horse
operations, and farm ng operations. In 1999, he was pronoted to
group manager and later pronoted to | arge case manager. |n 2004,
petitioner was transferred to an IRS office in San Franci sco,
California, where he remained until he termnated his position in
August 2005. During petitioner’s entire enploynent with the IRS,
he either audited or supervised the audits of taxpayers.

B. Dr. M chael Karason

Dr. Mchael Karason (Dr. Karason), petitioner’s younger
brother, is a podiatrist licensed to practice in the States of
Chi o, Pennsylvania, and California. At the tine of trial, he
practiced podiatry out of offices in Harrisburg and
El i zabet ht own, Pennsyl vani a.

On Decenber 21, 2000, Dr. Karason executed a “Bill O Sale
And Agreenent” (purchase agreenent) to purchase the Harrisburg
podi atry practice of Dr. Harold A Flom D.P.M (Dr. Flom for
$31,000. The closing date was January 13, 2001. Dr. Floms
podi atry practice consisted of intangible assets, which included
patient lists, patients’ telephone nunbers, and patients’ files,
and nedi cal equi pnment, which included furniture, office itens,
workroomitens, and itens in two treatnent roons. Each treatnent

rooms itens included a podiatry chair, a stool, a sitting chair,
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lights, paintings, and a podiatry wall cabinet with supplies.
The purchase agreenent failed to specifically indicate what the
of fice and workroomitens were, or the type of furniture. The
purchase agreenent did not allocate a fair market value (FW) to
each piece of property included in the intangi ble assets or
medi cal equi prent .

Dr. Karason testified he did not have the funds to purchase
Dr. Floms practice. To finance the transaction, petitioner
obt ai ned a $30, 000 bank | oan from The Farners Savi ngs Bank
(Farnmers Bank) on Decenber 22, 2000, and wired it to his brother
on January 9, 2001. The |oan was secured with rental property
owned by Karason Capital Partners (KCP), petitioner’s and Dr.
Karason’s partnership.2 The prom ssory note for the |oan stated
the |l oan’s purpose was for “BUSINESS. PURCHASE MEDI CAL PRACTI CE”
Dr. Karason’s solely owned corporation, Karason Podiatric
Centers, Inc. (KCPl), paid the nonthly bank | oan paynents to

Farnmers Bank totaling $16,662 in 2001.

2 For conveni ence, the Court uses the terns “partnership”
and “partner” wthout deciding whether a partnership existed.

The prom ssory note stated the | oan was secured “W TH OPEN-
END MORTGAGE ON REAL ESTATE LOCATED AT 901 CO. RD. 801, ASHLAND
OHI O 44805 CONSI STI NG OF 9.51 ACRES W TH HOUSE AND BUI LDI NGS’ .
This property was listed as KCP’s rental property on its Forns
8825, Rental Real Estate Incone and Expenses of a Partnership or
an S corporation, for 1995 through 1997 and 1999 through 2001.
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C. Petitioner’'s 2001 Federal |Incone Tax Return

Petitioner’s Form 1040, U.S. Individual Incone Tax Return,
for 2001 (2001 return) reported that he, not Dr. Karason or KCPI
purchased Dr. Flom s nedical equipnent. Petitioner’s Form 4562,
Depreciation and Anortization, reported that he paid $27,000 for
the medi cal equi pnent, nade a section 179 election to expense
$24, 000 of the equipnent’s cost, and clained an additional $6003
depreci ati on deduction. He also reported a depreciation
deduction of $994 for other medical equi pnent purchased prior to
Dr. Karason’s purchase of the podiatry practice.

Petitioner’'s Schedule C, Profit or Loss From Busi ness,
reported that he | eased the nedical equipnment to KCPI and
recei ved $16, 662 as gross rents from KCPI, which equal ed the
anmount of KCPI’'s 2001 | oan paynents to Farmers Bank. After
deducting a total of $25,594 for section 179 expense and section
167 depreciation deductions and $2, 307 interest expense on the
Farnmers Bank | oan, petitioner clainmed on the Schedule C a net
| oss of $11, 239.

Petitioner and Dr. Karason did not enter into a witten
agreenent nenorializing either the purported sale of the nedical

equi pnent to petitioner or the | ease of the nedical equipnment to

3 Petitioner listed $3,000 of the cost of the nedical
equi pnent as 5-year property on Part 11, MACRS Depreciation for
Assets Placed in Service Only During Your 2001 Tax Year, Section
B- - General Depreciation System of Form 4562, Depreciation and
Anorti zati on.
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KCPI. The purchase agreenent between Dr. Karason and Dr. Fl om
did not nention petitioner’s nanme, indicate that the nedical
equi pnent was assigned to petitioner, or that petitioner was
going to purchase the equi pnent.

D. Karason Capital Partners

Petitioner formed KCP in 1989 with nenbers of his famly for
t he purpose of investing in property.* Petitioner prepared al
of KCP's Federal partnership tax returns. According to the
partnership returns, petitioner was a partner from 1989 through
1993 and 1996 t hrough 2001,° and Dr. Karason was a partner in KCP
fromits formation.® In 2001, petitioner owned a 70-percent
interest in KCP, and Dr. Karason owned the renai ning 30 percent.

During 2001, KCP s purported business activities included
renting real property and breeding race horses. KCP's Form 1040
Schedul e E, Supplenental Incone and Loss, for 2001 reported that
the rental properties generated a $31, 337 | oss, and Form 1040
Schedule F, Profit or Loss From Farm ng, for 2001 reported the
horse breeding activities generated a $13,933 loss. KCP's

Schedul e K-1, Partner’s Share of Incone, Credits, Deducti ons,

4 The partnership also went by the names Karason Fanmily
Part nershi p and Karason Fam |y Investnment C ub.

> Petitioner did not own a direct partnership interest in
KCP in 1994 and 1995.

6 From 1990 t hrough 1999, KCP's partners at various tines
i ncluded petitioner’s nother, father, and various other entities.
Petitioner and Dr. Karason were the only partners in 2001
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etc., for 2001 reported petitioner’s distributive share of KCP
| osses was $31,689.7 Petitioner deducted his share of the |osses
on his 2001 Federal incone tax return. From 1990 through 2003,
KCP did not generate a profit.
E. The Audit

In July 2004, respondent began the audit of petitioner’s
2001 return. Respondent requested docunentation from petitioner:
(1) Establishing that he owned the nedi cal equi pment including
purchase invoices, settlenent sheets, and receipts; (2)
substantiating the nedical equi pnent’s FW and depreci abl e basi s;
(3) identifying bank accounts used in his nmedical equipnent
rental business including the bank account records; and (4)
substantiating his adjusted basis in KCP

To substantiate his basis in the nmedical equipnent,
petitioner provided a handwitten depreciation schedule for the
nmedi cal equi pnent titled “Depreciation 2005”8 with no supporting
docunent ati on other than a copy of the prom ssory note for the
| oan from Farners Bank. Petitioner also provided a Form 1099-
M SC, M scel | aneous Incone, for 2001 from KCPI indicating it had
paid $16,662 to petitioner as rent for its use of the nedical

equi pnent in 2001. This formwas not filed with the IRS.

" Schedul e E | oss of $31,337 + Schedule F | oss of $13, 933
(%45, 270) x petitioner’s 70 percent ownership (.70) = $31, 689.

8 Al though the schedule was titled “Depreciation 2005, it
listed the nedi cal equi pment depreciation deduction anounts from
2001 t hrough 2006.
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To substantiate his basis in KCP, petitioner provided his
personal bank account statenments fromthe Auto Wirkers Credit
Union and a handwitten statenent, w thout supporting
docunentation, stating his adjusted basis in KCP in 2001 was

$221, 194, calculated as foll ows:

[tem Anpunt
JCK (K-1) share of $ 70,000
recourse liabilities
Petitioner’s beginning 159, 746
capi tal account
2001 cash contributions 23, 000
2001 incone/l oss per K-1
for JCK share (net) 1(31,552)
Endi ng capi tal account 221,194

! petitioner reduced the $31,689 |loss reported on KCP's Schedul e K-1 for
2001 to reflect his receipt of $137 of ordinary dividend i ncone ($31, 689 -

$137 = $31, 552).

Respondent determ ned that petitioner failed to establish
his cost basis in the nedical equipnment and failed to provide
supporting information to substantiate his basis in KCP. On June
29, 2005, respondent mailed petitioner a notice of deficiency
disallowi ng his section 179 expense and section 167 depreciation
deductions of $25,594, and his share of KCP' s | osses of $31, 689.

F. Tax Court Proceedi ngs

Petitioner tinely filed his petition on July 5, 2005. On
January 6, 2006, respondent served on petitioner a request for

production of docunents. The docunentation requested included
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accounti ng books, records, invoices, and bank records related to
t he medi cal equi pnent busi ness, docunentation related to the
purchase of the nedical equipnment, depreciation schedules for the
medi cal equi pment, cancel ed checks verifying petitioner’s initial
i nvestment and additional capital contributions to KCP, |oan
agreenents relating to KCP, and books and records of KCP used to
conpute petitioner’s basis in KCP. Petitioner did not provide

t he requested docunents.

On February 10, 2006, respondent filed a notion seeking an
order to conpel production of docunents. On February 23, 2006
the Court ordered petitioner to “on or before March 10, 2006,
produce to counsel for respondent, for inspection and copying,
each and every docunent requested in respondent’s request for
production of docunents”.

In response, to substantiate his basis in KCP, petitioner
produced a one-page typed statenent of his KCP capital account
titled “Karason Fam |y Investnent C ub Capital Account - JCK’
The typed statenment contradicted the handwitten statenment
petitioner had provided during the audit. The typed statenent
i ndi cated that he had a 2001 capital bal ance of $81, 806 and
contributed $18,500 to KCP in 2001. The typed statenent al so
i ndi cated he nade capital contributions every year from 1986
t hrough 2001 and incurred $31,552 of partnership |osses in 2001.

No supporting docunentation was provided to substanti ate these
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anounts. Petitioner also produced 2001 personal bank account
statenents for an account with Auto Worker’s Credit Union in the
name of his nother, Marie J. Vignovich, and on which petitioner
had signatory authority. Petitioner did not provide any
docunentation with respect to the nedical equi pnent.

OPI NI ON

Medi cal Equi pnent

Petitioner contends he purchased the nedical equipnent from
Dr. Karason in 2001 and leased it back to KCPI in 2001 along with
ot her nedi cal equi pnent as part of his nedical equipnent rental
busi ness. Thus, he asserts he is entitled to expense $24, 000 of
the cost of the nedical equi pnent purchased in 2001 pursuant to
section 179 and depreciate the renmai ni ng anount pursuant to
section 167, and that he is entitled to section 167 depreciation
deductions for previously purchased nedi cal equi pnent.

Section 179 allows a taxpayer to elect to treat the cost of
section 179 property as a current expense in the year such
property is placed in service, within certain dollar limtations.
Sec. 179(a) and (b). To substantiate this expense, the taxpayer
must mai ntain records which specifically identify each item of
section 179 property and reflect how and from whom such property
was acquired and when such property was placed in service. See
sec. 1.179-5(a), Incone Tax Regs. Section 179 property is

defined as property acquired by purchase for use in the active
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conduct of a trade or business. Sec. 179(d)(1). The term
“purchase” neans generally “any acquisition of property”. Sec.
179(d)(2); sec. 1.179-4(c), Incone Tax Regs. Property is deened
acqui red when reduced to physical possession, or control.

Bai cker v. Comm ssioner, 93 T.C 316, 322 (1989); secs. 1.48-

2(a)(2)(b)(6), 1.167(c)-(1)(a)(2), Incone Tax Regs.

Section 167 allows a depreciation deduction for the
exhaustion, and wear and tear of property used in the trade or
busi ness or held for the production of inconme. Depreciation is
not necessarily predicated upon ownership of the property but

rat her upon an investment in property.® Arevalo v. Conm ssioner,

124 T.C. 244, 251-252 (2005), affd. 469 F.3d 436 (5th Cr. 2006);
d adding Dry Goods Co. v. Comm ssioner, 2 B.T.A 336, 338 (1925);

Stiebling v. Commi ssioner, T.C Meno. 1994-233, affd. w thout

publ i shed opinion 113 F.3d 1242 (9th G r. 1997). The taxpayer
bears the burden of proving the Conm ssioner’s determ nations are

incorrect.! See Rule 142(a).

® “The inportant question is * * * who made the investnent
of the capital which is to be recovered over the period of the
exhaustion of the property. The one who made the investnent is
entitled toits return.” dadding Dry Goods Co. v. Comm Ssioner
2 B.T.A 336, 338 (1925).

10 The burden of proof may shift to the Conm ssioner under
sec. 7491(a) if the taxpayer has produced credible evidence with
respect to a factual issue relating to the tax liability at
i ssue, has nmet substantiation requirenents, maintained records,
and cooperated with the Secretary’ s reasonabl e requests for
docunents, w tnesses, and neetings.

(continued. . .)
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Respondent contends petitioner is not entitled to a section
167 depreciation deduction or a section 179 expense deduction
because he did not prove he invested in or purchased the
equi pnent that he purportedly used in his nmedical equipnent
rental business.

Petitioner and Dr. Karason testified that, pursuant to an
oral agreenent, Dr. Karason assigned the nedical equipnent to
petitioner, and petitioner invested in and purchased the
equi pnent when he wired the bank |Ioan funds to Dr. Karason on
January 9, 2001. They also testified that the FW of the nedi cal
equi pnent was determ ned pursuant to consultations with G|
Podi atry and Mbore Medical, purveyors of podiatry equi pnent.
Qut side of the handwitten depreciation schedule, petitioner did
not produce docunentation supporting either the cost or the FW
of the nedical equi pnent or that these consultations actually
occurred. Petitioner also testified that he did not obtain
i nsurance covering the nedi cal equi pnent.

Petitioner and Dr. Karason testified that imrediately after

petitioner purchased the nedi cal equipnment, pursuant to an oral

10¢, .. conti nued)

In this case, petitioner bears the burden of proof because
he did not: (1) Introduce credible evidence with respect to any
factual issue relevant to ascertaining his liability; (2)
substantiate his expenses; (3) naintain the required records; and
(4) cooperate with respondent’'s requests. Sec. 7491(a); see
H gbee v. Conm ssioner, 116 T.C 438, 440-441 (2001).
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| ease agreenent, petitioner |leased it, along with other nedical
equi pnrent, to KCPlI, and as rent KCPlI paid the bank | oan paynents
attributable to the purchase of the podiatry practice.
Petitioner testified that in years subsequent to 2001, KCPI's
rent increased, but he produced no docunentary evidence to
support this testinony.

The facts as presented support respondent’s argunment that
petitioner did not invest in or purchase the nedical equipnent.
First, the Purchase Agreenent between Dr. Karason and Dr. Fl om
did not nention petitioner’s nane, indicate that the nedical
equi pnent was assigned to petitioner, or state that petitioner
was goi ng to purchase the equipnent. Second, Dr. Karason
testified that if not for the funds provided by petitioner, he
coul d not have paid the purchase price for the podiatry practice.
Third, the | oan was secured with KCP's property (Petitioner’s and
Dr. Karason’s partnership). Fourth, the prom ssory note on the
| oan stated the | oan was for the purpose of “BUSINESS: BUSI NESS,
PURCHASE MEDI CAL PRACTICE’. Fifth, Dr. Karason' s professiona
corporation, KCPl, paid the nonthly | oan paynments to the bank
not petitioner.

Petitioner testified that his and Dr. Karason’s attorney and
accountant advised themthat they did not need to enter into a
witten agreenment to either assign and purchase the nedical

equi pnent or to | ease the equi pnent to KCPI because petitioner
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and Dr. Karason were brothers. The Court finds this difficult to
believe. Petitioner was enployed by the IRS for nore than 17
years either auditing or supervising the audits of taxpayers. He
shoul d have known to docunent the purported purchase of the
medi cal equi pnent, the | ease agreenent with KCPlI, and the nedi cal
equi pnent’ s cost and FW.

Petitioner did not produce any docunentation show ng either
he invested in or purchased the nedical equipnment. For the
foregoi ng reasons, the Court concludes petitioner is not entitled
to deduct the costs of the medical equipnment under sections 179
and 167. 1!

I1. Karason Capital Partners

Petitioner contends he had a sufficient basis in KCP to
allow himto deduct $31,689 as passthrough | osses fromKCP in
2001.

Respondent contends petitioner failed to substantiate his
purported adjusted basis in KCP, and he cannot deduct the $31, 689
of passt hrough | osses from KCP

Section 704(d) limts the deduction of a partner’s
distributive share of partnership loss to the partner’s adjusted
basis in the partnership at the end of the partnership year.

Sec. 1.704-1(d) (1), Inconme Tax Regs. The partner’s adjusted

11 Because this Court found that petitioner did not invest
in or purchase the equipnment, Dr. Karason's bank | oan paynents of
$16, 662 did not constitute incone to petitioner.
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basis in the partnership interest reflects, inter alia, the

adj usted basis in any property the partner has contributed to the
partnership. Secs. 705(a), 722. Section 6001 requires taxpayers
to mai ntain adequate records fromwhich their correct tax

l[tability may be determ ned. Petzoldt v. Conm ssioner, 92 T.C

661, 686 (1989).

The only docunentation petitioner provided to substantiate
his basis in KCP was the handwitten statenent, a typed statenent
whi ch contradicted the handwitten statenent, and his and his
not her’ s bank statements. The handwitten statenent indicated
his adjusted basis in KCP in 2001 was $221,194. On brief,
petitioner argued that even though the handwitten statenent was
accurate, his 2001 adjusted basis in KCP was actually $184, 486,
conprising $70,000 of recourse liabilities, $19,628 of 2001 cash
contributions, and a $81, 806 capital account.

Al t hough respondent repeatedly requested docunentati on and
the Court ordered petitioner to conply with respondent’s
requests, petitioner did not provide any docunentation or
testinony substantiating the $70,000 of recourse liabilities.
This Court finds petitioner failed to prove he had recourse
liabilities of $70, 000.

In an attenpt to substantiate the 2001 cash contributions to
KCP of $19, 628, petitioner produced copies of his nother’s 2001

Auto Wrkers Credit Union account statenents, which |listed him as
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a joint nenber, and produced copies of his 2001 Auto Wrkers
Credit Union account statenents, which listed his nother as a
joint nmenber. Petitioner testified that the account in his
not her’ s name was actually the KCP business account. The account
did not contain a taxpayer identification nunber for KCP, even
t hough, as adm tted on cross-exam nation, he was aware that KCP
was required to put its taxpayer identification nunber on its
bank account. He explained that the account was in his nother’s
name because an individual was allowed to open only one account,
and the credit union did not allow business entities to have an
account .

Petitioner testified, and the account statenents showed,
t hat he deposited noney fromhis personal account to his nother’s
account. He testified that the noney was transferred to fund
KCP. However, he did not provide any checks or other
docunent ati on showi ng that his nother’s account was a busi ness
account or that the withdrawals fromhis nother’s account were
for KCP expenses. Petitioner testified that he lived with and
supported his nother, clained his nother as a dependent in 2001,
and cl ainmed a standard deduction as head of household for 2001.
The facts indicate the transfer of noney from petitioner’s
account to his nmother’s account was to provide funds for his

not her, whom he supported. For the foregoing reasons, this Court
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finds petitioner failed to prove he contributed $19,628 to KCP in
2001.

To substantiate his purported 2001 capital account of
$81, 806, petitioner produced a typed statenment listing his
capital contributions. The statenent contradicted KCP s returns
and the stipulated facts by claimng petitioner nmade capital
contributions to KCP in: (1) 1986 through 1998, years before KCP
was formed; and (2) 1994 and 1995, years when petitioner was not
a direct partner of KCP

Dr. Karason, a 30-percent owner of KCP since 1989, testified
t hat he knew not hi ng about KCP or its operations. He also
admtted he did not know when KCP was forned, when he becane a
partner, how he acquired an interest, how nuch noney, if any, he
contri buted, whether KCP had a bank account, and whether KCP had
ever distributed stocks, bonds, or real estate to him To this
extent, the Court believes Dr. Karason’'s testinony.

Petitioner admtted that respondent repeatedly requested
docunentation fromhimand his attorney to support his purported
basis in KCP, and he was aware it was his responsibility to prove
such basis. He offered only his self-serving testinony, and he
failed to produce any docunentation to substantiate his adjusted
basis in KCP. For the foregoing reasons, this Court finds
petitioner is not entitled to deduct $31, 689 as passt hrough

|l osses from KCP in 2001



[11. Section 6662

Section 6662(a) inposes a 20-percent accuracy-related
penalty on the portion of any underpaynent attributable to
negl i gence or disregard of rules or regulations. Sec. 6662(b).
The term “negligence” includes any failure to make a reasonabl e
attenpt to conply with the provisions of the Internal Revenue
Code, including any failure by the taxpayer to keep adequate
books and records or to properly substantiate itens. Sec.
6662(c); sec. 1.6662-3(b), Incone Tax Regs. Section 7491(c)
provi des that the Conm ssioner bears the burden of production
W th respect to accuracy-related penalties. See Higbee v.

Conmm ssioner, 116 T.C 438, 446-447 (2001).

Petitioner reported expenses and deductions for nedical
equi pnent w t hout any docunentation to show he purchased or
invested in the equi pnment. Additionally, petitioner reported his
share of KCP's | osses w thout providing docunentation to
substantiate his purported basis in KCP

Petitioner was an enpl oyee of the IRS for nore than 17 years
and spent the majority of this tinme either auditing or
supervising the audits of taxpayers. He testified he was well
aware of his responsibility to provide docunentation to
substanti ate his expenses, deductions, and partnership basis, but
he failed to do so even after the Court ordered himto conply

wi th respondent’s request for production. Respondent has net the
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burden of production, and petitioner, having failed to show
reasonabl e cause, substantial authority, or other basis for
reduci ng the underpaynment on which the penalty is inposed, is
liable for the section 6662 penalty for 2001.
The Court, in reaching its hol ding, has considered al

argunents nmade and concl udes that any argunents not nentioned
above are noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




