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VELLS, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
at the tine the petition was filed.! Pursuant to section

7463(b), the decision to be entered is not reviewabl e by any

IAIl section references are to the Internal Revenue Code in
effect for the year in issue.
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other court, and this opinion shall not be treated as precedent
for any other case.

Respondent determ ned a deficiency of $6,766 and an addition
to tax of $1,353.20 with regard to petitioners’ Federal incone
tax for 2004. After concessions, the issues we nust decide are:
(1) Whether petitioners are entitled to deduct certain expenses
for petitioner husband s used car sal es business in excess of
t hose previously allowed by respondent;? (2) whether petitioners
are entitled to deduct certain expenses for a real estate
busi ness reported on a Schedule C, Profit or Loss From Busi ness,
attached to their return; and (3) whether petitioners are |liable
for the accuracy-rel ated penalty under section 6662(a).

Backgr ound

Sone of the facts and certain exhibits were stipul ated by
the parties. W incorporate the parties’ stipulations of fact in
this Summary Opinion and the parties’ stipulations of fact are
found accordingly.

At the tine they filed their petition in the instant case,
petitioners resided in Tennessee.

Petitioners tinely filed their 2004 tax return. Petitioners
attached to their return a Schedule C for a real estate property

business. On the Schedule C, petitioners failed to include the

2Petitioners concede that they received gross receipts of
$39,900 in the Schedule C auto sal es busi ness.
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gross recei pts and expenses for petitioner husband s used car
sal es busi ness.

Petitioners naintai ned no books or ledgers in regard to
their businesses. Petitioners dealt primarily in cash, debit
card charges, and checks.

In a Form 1040X, Anmended U.S. Individual Income Tax Return,
that petitioners gave respondent after the notice of deficiency
was sent to petitioners, petitioners clainmed that they are
entitled to certain expenses. Petitioners assert that the Form
1040X shoul d be accepted as the “correct activity”.

In the Form 1040X, petitioners included $39, 900 of
gross receipts fromthe used auto sal es business. On the Form
1040X, petitioners also reported the follow ng anbunts on a
Schedule C. cost of goods sold of $35,325, advertising expenses
of $644, car and truck expenses of $528, |egal and professional
servi ces expenses of $260, tel ephone expenses of $852, and office
expenses of $1, 686.

In the notice of deficiency, respondent disallowed the
cl ai mred deductions for the real estate property business,
included the income of $39,900 for the used car sal es business,
al | oned $27,400 for cost of goods sold, and al |l owed deductions of
$1,086 for repairs and mai ntenance, $582 for comm ssions and

fees, and $5,175 for cost of |abor.
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Di scussi on

Ceneral ly, deductions are a matter of |egislative grace, and
the burden of clearly showing the right to clainmed deductions is

on the taxpayer. Welch v. Helvering, 290 U. S. 111 (1933).

Section 162(a) allows the deduction of “ordinary and necessary
expenses” incurred while carrying on a trade or business. Cost
of goods sold is an offset to gross receipts in determning gross
i ncone. Sec. 1.61-3(a), Income Tax Regs. Accordingly, cost of
goods sold is not treated as a deduction and is not subject to
requi renents for deductions contained in sections 162 and 274.

Metra Chem Corp. v. Conm ssioner, 88 T.C. 654, 661 (1987).

However, any anmount clained as cost of goods sold nust be
substanti ated, and section 6001 requires a taxpayer to nmaintain
adequat e books of accounts or records that are sufficient to
establish the anmount of gross incone, deductions, or other
matters required to be shown by such persons on their tax return.

See Nunn v. Commi ssioner, T.C Mno. 2002-250.

| f a taxpayer establishes that a deducti bl e expense has been
paid but is unable to substantiate the precise anount, the Court
may estimate the anount of the deductible expense bearing heavily
agai nst the taxpayer whose inexactitude in substantiating the

anmount of the expense is of his own making. Cohan v.

Commi ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930). An estimte
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is only possible, however, if the taxpayer presents evidence
sufficient to provide sone basis upon which an estinmate can be

made. Vanicek v. Conm ssioner, 85 T.C. 731, 743 (1985). W

address bel ow the issues presented by the parties.

|. Cost of Goods Sold and Deducti ons and Expenses for the Used

Car Sal es Busi ness

Petitioners clainmed the foll ow ng cost of goods sold and
expenses in the Form 1040X: cost of goods sold of $35, 325,
advertising expenses of $644, car and truck expenses of $528,
| egal and professional services expenses of $260, telephone
expenses of $852, and office expenses of $1,686. As petitioners
assert that the Form 1040X furni shed to respondent is correct, we
deem conceded any ot her anpunts clainmed by petitioners.

A. Cost of Goods Sold

For cost of goods sold, petitioners reported inventory at
t he begi nning of year of $33,825, no inventory at the end of the
year, and cost of |abor of $1,500, for cost of goods sold of
$35, 325. However, petitioners had previously provided to
respondent cash receipts for cost of |abor of $5,175, which
respondent allowed in the notice of deficiency. Respondent
al l oned inventory of $27,400 and cost of |abor of $5,175, for
total cost of goods sold of $32,575.

Petitioners offered an auto repair order dated July 31,

2004, for a 1994 Audi. The record does not indicate whether the
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anount stated in the auto repair order was actually paid.
Petitioners had previously provided to respondent a “cash

recei pt” dated August 18, 2004, for the 1994 Audi for $375, and
respondent allowed the $375 for the 1994 Audi in cost of |abor.
In the notice of deficiency, respondent allowed nore cost of

| abor than petitioners clained in the Form 1040X

Petitioners dealt mainly in cash. Petitioners offered no
docunents regarding inventory and cost of goods sol d.

On the basis of the record, we hold that petitioners have
not shown that they are entitled to any additional cost of |abor
beyond t he anmount allowed by respondent in the notice of
defi ci ency.

B. Conmi ssions and Fees

In the notice of deficiency, respondent allowed fees of
$582. Petitioners offered 11 receipts froma “Comerci al
Appeal ”. O those receipts, respondent all owed as expenses sone
of the debit card charges | abel ed Trade Pub, Shoppers Press, or
Commerci al Appeal. Petitioners have failed to offer any invoices
or receipts that show t he business purpose of the paynents to
Trade Pub, Shoppers Press, or Commercial Appeal. Petitioners
used their checking account for both personal and business
expenses. On the basis of the record, we concl ude that
petitioners have failed to show that the remaining debit card

charges for Trade Pub, Shoppers Press, and the Conmercial Appeal
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wer e busi ness expenses. Accordingly, we hold that petitioners
are not entitled to any additional fees beyond the anount all owed
by respondent in the notice of deficiency.

C. Car and Truck Expenses

Petitioners claimthey are entitled to a deduction of $528
for car and truck expenses. Petitioners offered one auto fuel
recei pt for $12 from Kroger, but the record contains no evidence
as to any car and truck expenses.

Car and truck expenses are subject to the strict
substantiation requirenments found in section 274(d). See al so
sec. 280F(d)(4)(A) (i) and (ii). The taxpayer nust provide
docunents that corroborate by adequate records or by sufficient
evi dence the anount of the expense, the mleage for each busi ness
use of the autonobile and the total m|eage for all uses of the
aut onobil e during the taxable period, the date of the business
use, and the business purpose for the use. Sec. 1.274-5T(b)(6),
Tenporary I ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985).
The taxpayer nust substantiate each el ement of an expenditure or
use by adequate records or by sufficient evidence. Sec. 1.274-
5T(c), Tenporary Incone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6,
1985) .

Petitioners have failed to neet the strict substantiation
requi renents. Consequently, we hold that they are not entitled

to deduct car and truck expenses.



- 8-

D. Legal and Professional Services

Petitioners claimthey are entitled to deduct expenses of
$260 for legal and professional services. At trial, petitioners
of fered an invoice dated August 31, 2004, of $500 for tax
preparation fees. Petitioner husband testified that the invoice
was for the 2004 tax return. However, the docunent appears to be
the tax preparation fees for petitioners’ individual incone
returns for 2001, 2002, and 2003. Petitioners clained tax
preparation fees of $250 on their Schedul e A of Form 1040X. No
checks or cash receipts are in the record to show that the $500
i nvoi ce actually was paid. The record contains no other evidence
of any expenses for |egal or professional services for the used
car sales business. On the basis of the record, we hold that
petitioners are not entitled to a deduction for |egal or
pr of essi onal services.

E. Tel ephone Expenses

Petitioners clained tel ephone expenses of $852. Cellul ar
phones are included in the definition of “listed property” for
pur poses of section 274(d)(4) and are thus subject to the strict
substantiation requirenents of section 274(d). See sec.

280F(d)(4) (A (v). Gylord v. Comm ssioner, T.C Meno. 2003-273.

A taxpayer nust establish the anmpbunt of business use and the
anount of total use for the property in order to substantiate the

anmount of expenses for |listed property. N tschke v.
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Comm ssioner, T.C Meno. 2000-230; sec. |.274-5T(b)(6)(i)(B)

Tenporary I nconme Tax Regs., supra.

Petitioners offered records for C ngular and Bell South
cel l ul ar phone accounts. However, petitioners offered no
evi dence that such phones were business phones or, if they were,
t he amount of business conducted with such phones. The C ngul ar
bills appear to be for two phone nunbers, which appear to share
m nutes. Petitioners offered no evidence as to why two phones
woul d be necessary for the Schedul e C business. Petitioners
of fered partial account information for October 28 through
Decenber 28, 2004. Wile the only paynment shown on the G ngul ar
account is an $80. 18 paynent on Decenber 15, 2004, the detailed
account information shows a |large portion of the calls being made
bet ween the two phones. W conclude that petitioners have not
shown that the cellular phones are used solely for business.
Consequently, we hold that petitioners are not entitled to
deductions for the cellular phone expenses.

F. Ofice Expenses

Petitioners clainmed office expenses of $1,686. Conputer or
peri pheral equipnent is included in the definition of listed
property for purposes of section 274(d)(4) and is thus subject to
the strict substantiation requirenments of section 274(d). See
sec. 280F(d)(4)(A)(iv). Petitioners offered a “m ssing receipt

affidavit” for a conmputer and accessories that totaled $1, 686.
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No additional evidence was offered at trial show ng that
petitioners incurred expenses for a conputer and accessori es.
The receipts, invoices, and other records petitioners offered did
not indicate that petitioners owned a conputer. Petitioners
of fered no conputer generated books, |edgers, or other records
that woul d indicate a conputer was used in petitioners’
busi nesses. W conclude that petitioners have failed to show any
busi ness usage of a conputer. Consequently, we hold that
petitioners are not entitled to deductions for the clainmed office
expenses.

1. Expenses for the Real Estate Business

On Cctober 8, 2004, petitioners purchased a single-famly
residence | ocated at 1650 Hanauer Street, Menphis, Tennessee (the
Hanauer property) for $16,000. Petitioners converted the Hanauer
property to a six-unit apartnent building. On their return,
petitioners deducted expenses related to the Hanauer property.

The costs of starting up a new i nconme producing activity are
“inherently capital because they are expenses of creating or

acquiring a capital asset.” Hardy v. Conm ssioner, 93 T.C 684,

690 (1989), affd. in part and remanded in part per order (10th
Cr., Cct. 29, 1990). Expenses nust relate to trades or

busi nesses functioning at the tinme the expenses are incurred.

Id. at 688. Pursuant to section 263(a), capital expenses include

itens that would be currently deductible but for the fact they
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are expended for the acquisition or permanent inprovenment of a
capital asset. A taxpayer’s pre-opening expenses are not
ordi nary expenses, but capital expenditures. Hardy v.

Conmi ssi oner, supra at 690.

The receipts, invoices, and contracts offered by petitioners
relating to the Hanauer property appear to relate to the
conversion of the single-famly residence into six apartnents.

Al t hough petitioners claiman apartnent was rented during 2004,
petitioners’ return does not report any rent. Mreover, the
record shows that petitioners never obtained a certificate of
occupancy for the Hanauer property.

Petitioners provided a nonth-to-nonth | ease agreenent dated
Decenber 16, 2004, for apartnment #3 of the Hanauer property.
However, as stated above, petitioners did not report any rental
i ncone for taxable year 2004 on either their Form 1040, U. S
I ndi vi dual I ncone Tax Return, or their unfiled Form 1040X
prepared by their accountants. Moreover, the building permt
dat ed Novenber 11, 2004, specifically states it is for a single-
famly residence. The record discloses that a permt was not
requested for a nultifamly residence until 2005. Additionally,
the record does not show that any certificate of occupancy has
been issued for the Hanauer property. The single-famly permt
i ssued in 2004 expired on June 9, 2005, w thout any inspection or

certificate of occupancy. Additionally, it appears that
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significant work renmai ned to be done on the Hanauer property at
the close of 2004. On the basis of the record, we hold that
petitioners have failed to prove that the Hanauer property was
pl aced in service during 2004. Accordingly, we hold that the
expenses in issue are pre-openi ng expenses and are capital
expenditures that are not currently deductible. Respondent al so
contends that petitioners have failed to substantiate the
expenses. However, on the basis of our holding that the expenses
are all pre-opening expenses, we need not address that issue.

[11. The Accuracy-Related Penalty Under Section 6662(a)

Section 6662(a) and (b)(1) and (2) inposes a penalty on the
portion of a taxpayer’s underpaynent of tax which is attributable
to a substantial understatenment of incone tax, negligence, or
di sregard of rules or regulations. A “substanti al
understatenent” of incone tax exists for any taxable year when
t he amobunt of the understatenent exceeds the greater of $5,000 or
10 percent of the tax required to be shown on the return. Sec.
6662(d)(1). Negligence is any failure to make a reasonabl e
attenpt to conply with the provisions of the Internal Revenue
Code, and disregard is any carel ess, reckless, or intentional
disregard. Sec. 6662(c). Negligence includes the failure of a
t axpayer to keep proper records or to substantiate his reported

expenses. Sec. 1.6662-3(b)(1), Inconme Tax Regs. Pursuant to
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section 7491(c), the Conm ssioner bears the burden of production
Wth respect to the inposition of any penalty.

Petitioners failed to maintain books, |edgers, and financi al
records for the used car sal es business and real estate business.
Petitioners failed to report the used car sal es business on their
return that they filed. Petitioners dealt mainly in cash and did
not have receipts, invoices, or contracts for many of the cl ai ned
expenses. On the basis of the record, we concl ude that
petitioners were negligent. Consequently, we hold that
petitioners are liable for the penalty under section 6662.

We have considered all of the contentions and argunents of
the parties, and to the extent not discussed herein, we conclude
that they are without nerit, irrelevant, or noot.

To reflect the foregoing,

Deci sion will be entered

for respondent.




