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R determ ned a deficiency in P s inconme tax and a
penalty pursuant to sec. 6662(a), |I.R C, for the 2005 tax
year. The deficiency and the sec. 6662(a), |I.R C, penalty
were based on P's failure to substantiate deductions for:
Sel f-enpl oyed heal th insurance expenses, business expenses,
Sinplified Enpl oyee Pension plan, nedical and dental
expenses, hone interest expenses, and unrei nbursed enpl oyee
busi ness expenses.

Held: Pis liable for the deficiency and the sec.
6662(a), |I.R C., penalty.

Davi d George Karkour, pro se.

Nat han C. Johnston, for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

WHERRY, Judge: This case is before the Court on a petition
for redeterm nation of an alleged incone tax deficiency and an
accuracy-rel ated penalty that respondent determ ned for
petitioner’s 2005 tax year. After concession by respondent of
deductions for certain of the expenses petitioner clained on his
Form 1040 I ndividual Income Tax Return, Schedule C, Profit or
Loss From Business,! the issues left for decision are:

(1) Whether petitioner is entitled to an additional clained
$45, 166 of Schedul e C busi ness expense deductions for the 2005
tax year

(2) whether petitioner is able to substantiate the remaining
$350 of the $2,300 deduction clained on his return for self-
enpl oyed health insurance for the 2005 tax year;

(3) whether petitioner is entitled to a $1, 900 deduction for
contributions to a Sinplified Enpl oyee Pension plan (SEP) for the
2005 tax year

(4) whet her petitioner, having been all owed $40, 180 of his
$57, 500 of deductions clainmed on Schedule A, Item zed Deducti ons,
for the 2005 tax year can substantiate $17,320 of the additional

cl ai mred Schedul e A deductions for that year;

!Respondent concedes $6, 543 of adjustnments in the notice of
deficiency. This includes $2,095 of auto and gas expenses, $680
of auto insurance expenses, and $3, 768 of auto rental expenses.
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(5) whether petitioner is liable for $7,053 of self-
enpl oynent tax for the 2005 tax year;?

(6) whether petitioner is entitled to an additional self-
enpl oyment tax deduction of $3,527 for the 2005 year; and

(7) whether petitioner is liable for a section 6662(a)
accuracy-rel ated penalty for the 2005 tax year.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts and the acconpanying exhibits are hereby incorporated by
reference into our findings. At the tinme he filed his petition,
petitioner resided in California.

In 2005 petitioner was self-enployed as a lien collector;
his title was lien representative. He clainmed $1,900 and $2, 300
deductions for SEP and sel f-enpl oynent heal th insurance,
respectively. He deducted $51, 709 in busi ness expenses on
Schedul e C for 2005. Petitioner included deductions on Schedul e
A for nedical expenses, hone interest expenses, and unrei nbursed
enpl oyee expenses. Petitioner filed a Schedule SE, Self-
Enmpl oynent Tax, which included zero net earnings fromself-

enpl oynent and subsequently |isted zero self-enploynent tax owed.

2This anobunt will be resolved in the Rule 155 conputations
in accordance with this opinion. Al section references are to
the Internal Revenue Code of 1986, as anended and in effect for
the tax year at issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure.
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Respondent issued a notice of deficiency on April 17, 2008,
determ ning an alleged incone tax deficiency of $7,164 and an
accuracy-rel ated penalty of $1,432.80. Petitioner filed a tinely
petition with this Court on July 2, 2008, denying liability for
the deficiency. A trial was held on June 19, 2009, in Los
Angel es, California.

At trial petitioner testified about additional deductions
and expenses he believed he was entitled to but introduced no
ot her corroborating evidence. He candidly admtted that because
he did not expect to be audited he had not kept sone required
financial records and was thus unable to provide sworn testinony
as to exactly which of his expenses were personal and which were
busi ness in those areas for which records were not naintained.
He pointed out, however, that he had kept or while under audit
obtained fromthird parties or reconstructed nunerous records
substantiating many of his clai ned deductions and expenses. He
beli eved that because of this, the other clainmed expenses, or at
| east sonme percentage thereof, should also be all owed.

OPI NI ON

VWhet her Petitioner Is Entitled to Additional Busi ness
Expense Deducti ons

Deductions are a matter of |egislative grace, and the
t axpayer must naintain adequate records to substantiate the
anmounts of any deductions or credits clainmed. Sec. 6001 (the

t axpayer “shall keep such records”); I NDOPCO, Inc. v.
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Commi ssioner, 503 U.S. 79, 84 (1992); sec. 1.6001-1(a), Incone

Tax Regs. In sonme circunstances the Court may all ow the
deduction of a clained expense even where the taxpayer is unable
to fully substantiate it, provided the Court has an evidentiary

basis for doing so. Cohan v. Comm ssioner, 39 F.2d 540, 543-544

(2d Cir. 1930); Vanicek v. Comm ssioner, 85 T.C 731, 742-743

(1985). But see sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50
Fed. Reg. 46014 (Nov. 6, 1985). 1In these instances, the Court is
permtted to approxi mate the all owabl e expense, bearing heavily
agai nst the taxpayer whose inexactitude is of his or her own

maki ng. Cohan v. Conm ssioner, supra at 544. However, the

record nust contain sufficient evidence to provide a basis upon
whi ch the estimate may be nade and to permt us to concl ude that

t hose expenses were deducti bl e expenses, rather than

nondeducti bl e personal expenses. WIllians v. United States, 245

F.2d 559, 560 (5th Cr. 1957); Vanicek v. Conm ssioner, supra at

742-743.

Section 162(a) authorizes a deduction for “all the ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business”. A trade or business
expense is ordinary for purposes of section 162 if it is normnal
or customary within a particular trade, business, or industry and
is necessary if it is appropriate and hel pful for the devel opnent

of the business. Conmnissioner v. Heininger, 320 U S. 467, 471
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(1943); Deputy v. du Pont, 308 U S. 488, 495 (1940). 1In

contrast, “personal, living, or famly expenses” are generally
nondeducti ble. Sec. 262(a). Again, any anmount clained as a

busi ness expense nust be substantiated. Sec. 6001; Hradesky v.

Comm ssioner, 65 T.C. 87, 89-90 (1975), affd. 540 F.2d 821 (5th

Cir. 1976). The taxpayer is required to maintain “permnmanent
books of account or records * * * as are sufficient to establish
t he amount of gross incone, deductions * * * in any return of
such tax or information.” Sec. 1.6001-1(a), Incone Tax Regs. In
sum taxpayers nust maintain records at |east sufficient to
provi de a basis on which the Court can estinate the business
expense deductions, to neet the substantiation requirenent.
Petitioner’s 2005 Schedule C includes a long list of
busi ness expenses. Respondent does not dispute that petitioner
operated a business. |Instead, respondent points out that
petitioner failed to substantiate his busi ness expense
deductions. At trial petitioner introduced no probative evidence
to substantiate those expenses. Petitioner has therefore not net
hi s burden of substantiation.
1. Wether Petitioner Is Able To Verify the Remmining $350

of the $2,300 dained on Hs Return for Self-Enpl oyed Health
| nsur ance

Section 162(1)(1) allows a self-enployed individual to
deduct the cost of his health insurance, with sone limtations.

Respondent does not contest the fact that petitioner was self-
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enpl oyed or that he was entitled to deduct the cost of his health
i nsurance to the extent of $1,950. Petitioner was able to
substantiate $1,950 of his $2,300 deduction for self-enployed
heal th insurance during the audit.

At or before trial petitioner presented no evidence to
substantiate the remnai ning $350 deduction for his self-enpl oyed
health insurance. Petitioner testified that he provided the
| nternal Revenue Service (Service) with information on health
i nsurance and out - of - pocket expenses and the Service “nade
reductions.” However, at trial he did not “specifically recall”
what the renai ning $350 pertained to. Petitioner did not neet
hi s burden of substantiation.

[11. VWhether Petitioner Is Entitled to a $1, 900 Deducti on
for Contributions to a SEP Account for the 2005 Tax Year

Contributions by an enployer to an individual retirenent
account or annuity neeting certain requirenents described in
section 408(k) qualify as a SEP plan and may be deducted. A
person who is self-enployed is treated as his own enpl oyer for
t he purposes of a SEP plan. See secs. 401(c)(4), 408(k)(7). The
requi renents of a SEP plan are extensive and conpli cat ed;
however, as petitioner cannot show that he nade a contribution to
any account, we need not enunerate them here.

Petitioner did not substantiate the $1,900 deduction for his
contributions to a SEP account for 2005. Wen the Court asked

hi m about the $1, 900 deduction, petitioner testified: *“I
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honestly don’t renmenber.” Petitioner did not attenpt to

i ntroduce any evidence related to this deduction. Again,
petitioner has failed to neet his burden of substantiation, and
this deduction is not allowable.

V. \Whether Petitioner Can Substantiate $17,320 of the lItem zed
Deducti ons on Schedule A for 2005

The remai ning deductibility issue, whether petitioner can
substantiate $17, 320 of the item zed deductions on Schedule A for
the 2005 tax year, was not argued at trial or in petitioner’s
pretrial menmorandum Petitioner did not present any evidence to
substanti ate these deductions and therefore failed to neet his
burden of substantiation. None of the $17,320 is all owabl e.

V. Whet her Petitioner is Liable for $7,053 of Self-Enpl oynent

Tax and Entitled to the Resulting $3,527 Adjustnent to
Adj usted G oss | nconme

Section 1401(a) inposes a tax of 12.40 percent on the self-
enpl oynent inconme of every individual. One-half of this tax is
t hen deductible from adjusted gross inconme (AG) under section
164(f)(1). Petitioner showed zero sel f-enploynment income on his
Schedul e SE; however, respondent determ ned that petitioner had
$49, 917 of self-enploynment income and owed $7, 053 of self-
enpl oynent tax. Petitioner is then allowed to deduct one-half
($3,527) of this self-enploynent tax fromhis AQ .

This issue was not argued at trial or in petitioner’s
pretrial menorandum As a general rule, the Comm ssioner’s

determ nation of a taxpayer’'s liability is presuned correct, and
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t he taxpayer bears the burden of proving that the determ nation

is inproper. Rule 142(a); Wlch v. Helvering, 290 U S. 111, 115

(1933). Because petitioner has presented no evidence that the
determ nation of the self-enploynent tax was inproper, we find
that petitioner owes $7,053 in self-enploynent tax and is
entitled to a $3,527 adjustnent to AGQ.

VI. Section 6662(a) Penalty

Respondent determ ned that petitioner is liable for a
section 6662(a) penalty. Pursuant to section 7491(c), respondent
has the burden of production with respect to a taxpayer’s
liability for a penalty and is, therefore, required to “cone
forward with sufficient evidence indicating that it is
appropriate to i npose the relevant penalty.” See Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001). But see Swain v.

Comm ssioner, 118 T.C 358 (2002). However, “once the

Comm ssi oner nmeets his burden of production, the taxpayer nust
conme forward wth evidence sufficient to persuade a Court that
the Comm ssioner’s determnation is incorrect.” Hi gbee v.

Conmi ssi oner, supra at 447.

Subsection (a) of section 6662 inposes an accuracy-rel ated
penalty of 20 percent of any underpaynent that is attributable to
causes specified in subsection (b). Respondent asserts two

causes justifying the inposition of the penalty: A substanti al
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under statenment of inconme tax and negligence. Sec. 6662(b)(2),
(1).

There is an exception to the section 6662(a) penalty when a
t axpayer can denonstrate (1) reasonabl e cause for the
under paynment and (2) that the taxpayer acted in good faith with
respect to the underpaynent. Sec. 6664(c)(1l). Regulations
promul gat ed under section 6664(c) further provide that the
determ nation of reasonable cause and good faith “is nade on a
case-by-case basis, taking into account all pertinent facts and
circunstances.” Sec. 1.6664-4(b)(1), Inconme Tax Regs.

There is a “substantial understatenment” of incone tax for
any tax year where the anmount of the understatenent exceeds the
greater of (1) 10 percent of the tax required to be shown on the
return for the tax year or (2) $5,000. Sec. 6662(d)(1)(A).
Section 6662(a) al so i nposes a penalty for negligence or
disregard of rules or regulations. Under this section
“negligence” is “any failure to nmake a reasonable attenpt to
conply with the provisions of * * * [the Internal Revenue Code]
this title”. Sec. 6662(c).

Under caselaw, “‘Negligence is a |ack of due care or failure
to do what a reasonable and ordinarily prudent person would do

under the circunstances.’” Freytag v. Commi ssioner, 89 T.C. 849,

887 (1987) (quoting Marcello v. Comm ssioner, 380 F.2d 499, 506

(5th Gr. 1967), affg. on this issue 43 T.C. 168 (1964) and T.C.
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Meno. 1964-299), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501
U S. 868 (1991).

At trial respondent sought to justify application of the
penalty for either of two reasons, asserting both that there was
a substantial understatenent of incone tax and that petitioner
was negligent in the preparation of his return. Respondent net
hi s burden of production, and petitioner did not address the
section 6662(a) penalty at trial. W sustain the penalty.
Petitioner presented no evidence that he had a reasonabl e cause

for any portion of the underpaynent. See Basile v. Conm SsSioner,

T.C. Meno. 2005-51 (“Because petitioners did not contest the
additions to tax or penalties in the petitions, they are deened

conceded.” (citing Rule 34(b)(4) and Swain v. Conm ssioner,

supra)).

The Court has considered all of petitioner’s contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




