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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GCEKE, Judge: Respondent determ ned deficiencies in

petitioners’ incone taxes, section 6651(a)(1)! additions to tax,

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code, and all Rule references are to the Tax
Court Rules of Practice and Procedure. Anmpunts are rounded to
t he nearest doll ar.
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and section 6662 accuracy-related penalties for 2001 and 2002 as

foll ows:

Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
2001 $3, 779 $356 $755
2002 57, 753 14, 438 11, 551

After concessions, the issues for decision are:?

(1) Wether petitioners had unreported | ong-term capital
gain of $44,549 in 2001 as a result of a distribution from
Quality Engine & Supply, L.L.C. (QES). W hold they nust
recogni ze long-termcapital gain of $44, 549;

(2) whether petitioners had unreported | ong-term capital
gain of $328,901 for 2002 as a result of a distribution by CES.

We hol d they must recognize |ong-term capital gain of $200, 000;

2In the notice of deficiency for 2001 respondent deterni ned
that petitioners failed to report $499 in interest incone and
$517 in royalty incone. Petitioners did not assign error to
these adjustnments in their petition for 2001 and did not contest
t hese adjustnents on brief or at trial. See Rule 34(b)(4). W
hol d that petitioners have conceded these adjustnents.
Respondent al so determ ned that petitioners received $5,982 in
t axabl e Soci al Security benefits. Petitioners note that the
taxation of the Social Security benefits is a conputational item
and do not otherw se contest this issue.
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(3) whether petitioners are entitled to an ordinary | oss
deduction of $63,512 for 2002 as petitioner husband’s
distributive share of loss fromQES. W hold petitioners are not
entitled to an ordinary | oss deduction;

(4) whether petitioners are liable for additions to tax for
late filing under section 6651(a)(1) for 2001 and 2002. W hold
they are liable; and

(5) whether petitioners are liable for section 6662
accuracy-rel ated penalties for 2001 and 2002. W hold they are
not liable with respect to QES itens and are liable with respect
to conceded incone amounts for 2001

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipulations of
facts and the acconpanying exhibits are incorporated by this
reference. Petitioners resided in South Carolina at the tine
they filed the petitions in these consolidated cases.

During 2001 and 2002 petitioners were the sol e nenbers of
ES, alimted liability conpany treated as a partnership for
Federal incone tax purposes. QS was engaged in the business of
car engine repair and restoration. Petitioner husband started
QES with Terry Canpbell (M. Canmpbell) in October 1990 with each
owni ng 50 percent of the conpany. |In Cctober 1997 petitioners
purchased M. Canpbell’s interest for $75,000. Their agreenent

i ncluded a covenant not to conpete provision, with $50, 000
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payable at the time of the sale and $25, 000 payable within 2
years. Petitioners obtained a | oan of $65,000 using their
residence as collateral to finance the purchase of M. Canpbell’s
interest in QES. Petitioners used the remaining | oan proceeds to
purchase inventory for QES. For 2001 QES reported that
petitioner husband owned a 51-percent profits and | oss interest
and a 51-percent capital interest and petitioner wife owed a 49-
percent profits and | oss interest and a 49-percent capital
interest. For 2002 QES reported that petitioner husband and
petitioner wife each owned a 50-percent profits and | oss interest
and a 50-percent capital interest.

In February 1999 QES acquired two adjoining parcels of |and
at 1312 Flint Street and 1304 Flint Street, Rock HIl, South
Carolina, for $50,000. (ES also paid $10,000 to a third party
who had an option to purchase the 1312 Flint Street parcel for
rel ease and cancellation of the option. QES obtained a $175, 000
line of credit from National Bank of York County (National Bank)
to finance the purchase of the Flint Street properties and
construction costs for buildings on the properties (construction
| oan). The construction | oan was secured with nortgages on the
Flint Street properties and petitioners’ personal residence.
Petitioners al so personally guaranteed the construction | oan.
When the construction |loan matured on July 5, 1999, the parties

nodi fied the terns of the loan to increase the line of credit to
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$250, 000 and extend the maturity date to May 5, 2000. QES used
the construction loan to refurbish a building at 1312 Flint
Street that was damaged by fire and to construct a building at
1304 Flint Street. QES also noved a netal building that it had
purchased for $10,000 to the Flint Street location. On April 28,
2000, QES obtained a |oan of $301,500 from Bank of America (the
Bank of Anerica |loan) that QES used to repay the construction

| oan of $251,934. The Bank of America | oan was secured by the
1304 and 1312 Flint Street properties, and petitioner husband
provi ded a personal guaranty. The terns of the |oan provided an
addi tional $301,500 line of credit for a maxi mrum| oan of

$603, 000.

On July 12, 2001, QES sold the 1312 Flint Street property
for $200,000. The settlenment statenent reported net proceeds to
QES of $44,549 after paynent of the Bank of Anerica |oan and
ot her expenses. On July 23, 2001, petitioners deposited the
proceeds into a newy opened interest-bearing account in their
i ndi vidual names with National Bank, which |ater becane South
Carolina Bank & Trust of the Piednont (SCBT). QES filed a Form
1065, U.S. Return of Partnership Inconme, for 2001 that reported a
net | oss of $32,000 fromthe sale of the 1312 Flint Street

property, conputed as foll ows:
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Sal e price $200, 000
Less: Cost and other basis 310, 000
Plus: Depreciation previously clained 78, 000

Net | oss 32, 000

Petitioners did not claimthe $32,000 | oss on their 2001
individual return. In the notice of deficiency for 2001
respondent determ ned that petitioners realized | ong-term capital
gain of $44,549 fromthe sale of property owned by QES and that
the net proceeds were distributed to petitioners during 2001.

On June 28, 2002, ES sold the 1304 Flint Street property
for $275,000 and its business inventory and ot her assets for
$200, 000 to Adkin Enterprises, L.L.C. The settlenment statenent
for the 1304 Flint Street property reported net proceeds to QES
of $128,901 after paynent of the Bank of America | oan and ot her
expenses. The settlenent statenment for the sale of inventory and
ot her busi ness assets reported net proceeds of $200,000. QES
received a check for $328,901 fromthe transactions. On July 2,
2002, petitioners deposited $200,000 into a newy opened
i nterest-bearing account in the nanme of Quality Engine & Supply
Trust (QES trust account) with SCBT. The remaining $128,901 in
proceeds was paid to Quality Engine, L.L.C., inthe formof a
cashier’s check issued by SCBT on July 1, 2002.

(ES reported the 2002 sales on Form 4797, Sal es of Business
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Property, as an asset sale occurring on June 30, 2002, for
$475,000. The return reported a loss on the sale of $5,691

conputed as foll ows:

Sal e price $475, 000
Less: Cost and other basis 514, 000
Plus: Depreciation previously clained 33, 309

Net | oss 5,691

QES s 2002 return reported an ordinary |oss of $127,025
resulting primarily from operating expense deducti ons.
Petitioners clainmed an ordinary |l oss on their 2002 individual
return of $63,512, attributable to petitioner husband’s
distributive share of the QES loss. Petitioners did not claima
| oss deduction for petitioner wife’'s distributive share.
Petitioners did not separately report the $5,691 loss fromthe
asset sale on their individual return. |In the notice of
deficiency for 2002 respondent disallowed the $63,512 ordi nary
| oss and determ ned that petitioners realized | ong-term capital
gai n of $328,901 fromthe distribution of the 2002 proceeds or,
in the alternative, fromthe sales of their interests in QES.

Petitioners’ 2001 return was due under extension on Cctober
15, 2002, and they filed it on Decenber 6, 2002. Petitioners’
2002 return was due under extension on August 15, 2003, and they
filed it on Decenber 24, 2003. Petitioners’ 2001 and 2002
i ndividual returns were prepared by Gregory T. Mayer, a tax

return preparer doing business as Legal Tax Newsletter, L.C. M.



- 8 -

Mayer al so prepared QES s 2001 and 2002 partnership returns.
Petitioners provided their personal and business tax records to
M. Mayer with sufficient time for himto prepare the returns by
their April 15 due date. M. Myer inforned petitioners that he
woul d not be able to prepare their returns on tine and that
extensi ons were necessary. M. Mayer passed away sone tinme after
preparing petitioners’ 2003 return, which he dated May 13, 2005.
Many of QES s and petitioners’ tax documents were in M. Mayer’s
of fice and were destroyed by his landlord follow ng his death.

During the time petitioners engaged M. Mayer to prepare
their returns, he was under investigation by the U S. Depart nment
of Justice in connection with his tax return preparation

activities.® See United States v. Mayer, 91 AFTR 2d 2003-1730

(MD. Fla. 2003) (granting a tenporary restraining order against
M. Mayer and requiring himto provide a custonmer list). In
March 2005 the U.S. District Court for the Mddle D strict of
Florida entered an order enjoining M. Mayer from preparing any
tax fornms that he knew would result in understatenments of tax,
preparing fal se or fraudul ent returns, and selling fraudul ent tax
schenes, specifically identifying returns that asserted a section
861 argunent (which relates to U.S. source incone). United

States v. Mayer, 95 AFTR 2d 2005-2033 (M D. Fla. 2005).

3The Court takes judicial notice of the District Court case
agai nst M. Mayer.
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Petitioners replaced himas their tax return preparer for the
2004 tax year.
OPI NI ON

Section 731(a) sets forth rules governing a partner’s gain
recognition on distributions fromthe partnership. A partner
must recogni ze gain upon a distribution fromthe partnership to
the extent that the noney (including marketable securities)
di stributed exceeds the adjusted basis in the partner’s interest
in the partnership inmmediately before the distribution. Sec.
731(a). Any gain recognized under section 731(a) is considered
gain fromthe sale or exchange of the partnership interest of the
distributee partner. Sec. 731(a). |In the case of a sale or
exchange of a partnership interest, gain recognized to the
transferor partner is generally treated as gain fromthe sale or
exchange of a capital asset. Sec. 741. To resolve the dispute
as framed by the parties, petitioners’ tax liabilities arising
fromtheir ownership of QES requires a two-step analysis: (1)
Whet her petitioners received distributions from QES during 2001
and 2002; and (2) if they did, whether they had sufficient bases
intheir QES interests for the distributions to be tax free.
A 2001 Sale

Respondent argues that petitioners received a distribution
from QES of the $44,549 net proceeds fromthe sale of the 1312

Flint Street property during 2001. Respondent further argues
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that the distribution is taxable long-termcapital gain to
petitioners because they failed to substantiate their bases in
their QES interests. Respondent contends that petitioners’
adj usted bases in their QES interests i medi ately before the
distributions were zero, citing the zero bal ances reported for
petitioners’ capital accounts on QES's 2001 return. Petitioners
argue that the proceeds were not distributed to them rather,
they were used to pay QES's liabilities. Petitioners further
argue that the alleged paynents of QES' s liabilities created
bases in their QES interests. Petitioners contend that they had
a total basis in their QES interests as of Decenber 31, 2001, of

$510, 635 conputed as foll ows:

Loans fromofficers $54, 000
Partner’s capital 333, 663
Paynent of QES liabilities 37,972

Pur chase of Canpbel |l interest 75, 000
and nonconpet e covenant
Pur chase of option 10, 000
Tot al adj usted basis 510, 635
Petitioners deposited the proceeds in a newly established
bank account opened in their individual names. Petitioners
contend that $37,972 was wi thdrawn during 2001 to pay QES s debt.
Al t hough we generally find petitioner husband s testinony to be
honest, petitioners have not produced sufficient docunentation to
support his testinony. Petitioners produced bank statenents from

August 15, 2001, to Decenber 15, 2002, showi ng 14 w t hdrawal s

totaling $49,697. The bank statenents do not contain any
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information regarding the recipients of the withdrawals or the
pur poses of the purported expenditures. Petitioners attached a
schedule to their posttrial brief listing some of the recipients
and the purposes of the expenditures. However, this evidence is
not properly before the Court. See Rule 143(b). Petitioners
produced bank statenents for 2003, 2004, and 2005 that al so | ack
sufficient information to determ ne the uses or recipients of the
funds. We find that petitioners received a distribution from QES
of $44,549 fromthe 2001 proceeds.

Petitioners nust recognize inconme on the distributed
proceeds to the extent that it exceeds their adjusted bases in
their QES interests in 2001. Sec. 731(a). Petitioners have not
established that they had sufficient bases in their QES interests
for the distributions to be tax free. Petitioners presented a
bal ance sheet for the year endi ng Decenber 31, 2001, in support
of their conputation of their bases in QES. Petitioners did not
present any evidence to docunent the entries on the bal ance sheet
or any testinony concerning the bal ance sheet. The purpose for
whi ch the bal ance sheet was prepared is unclear, and the bal ance
sheet conflicts with QES s 2001 return. The 2001 return reported
total yearend liabilities of $416,903, but the bal ance sheet
reported total liabilities of $233,938. Also, the 2001 return
reported no partner capital, but the 2001 bal ance sheet reported

capital of $333,663, with retained earnings of $204, 742 and
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wi t hdrawal s of retained earnings of $128,921. The 2001 return
and the bal ance sheet also report differing amounts of total QES
assets. Petitioners did not provide any explanation for these
di screpancies. In addition, the balance sheet shows officer

| oans, but there is no docunentation for these |oans.*

Apart fromthe bal ance sheet, petitioners presented sone
evi dence of equi pnment contributed to QES, their capital account
near the time QES was forned, and the purchase of M. Canpbell’s
interest in 1997. The determ nation of a partner’s adjusted
basis in a partnership interest requires nore information,

i ncl udi ng annual distributive shares of partnership inconme and

| osses and distributions nade by the partnership since its
inception. The record |lacks information on petitioners’
distributive shares of inconme or |oss and any distributions nmade
during the intervening years. Wthout this informtion we cannot
determ ne whet her petitioners’ bases in QES exceeded the
distribution. The fact that petitioners did not claimtheir
reported $32,000 |l oss fromthe sale on their individual return

al so suggests that they | acked bases in their QES interests.

Partners may deduct their distributive shares of loss only to the

“Petitioners presented copies of five checks totaling
$13,800 from 2000 to 2002 from a personal bank account, nade out
to QES with notations of loan to QES. The record | acks any ot her
docunentation of the alleged | oans fromofficers of $54,000. W
find that the net proceeds were not distributed to petitioners in
repaynent of any | oans.
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extent of their bases in their partnership interests. Sec.
704(d). Accordingly, the entire $44,549 distribution is taxable
|l ong-term capital gain as respondent determ ned.

In the notice of deficiency for 2001 respondent determ ned
that petitioners realized long-termcapital gain fromthe sale of
the 1312 Flint Street property by QES. Section 702 subjects a
partner to tax on the partner’s distributive share of partnership
i ncome when realized by the partnership regardl ess of whether
that incone is actually distributed to the partner. See Chama V.

Comm ssioner, T.C Meno. 2001-253; sec. 1.702-1(a), |ncone Tax

Regs. @Gin fromthe sale of property should be recogni zed and
included in gross incone. Sec. 61(a)(3). The anmount of gain is
the excess of the anmount realized fromthe sale over the adjusted
basis of the property. Sec. 1001(a). At trial respondent argued
that evidence relating to the bases of the assets sold by QES was
not relevant. 1In his posttrial brief respondent generally
ignored the requirenent that partners recognize gain on the sale
of assets by the partnership and instead sought to tax the

di stribution of the proceeds. Accordingly, we find that
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respondent has wai ved the argunent that petitioners are subject
to tax on QES's sale of the 1312 Flint Street property.?®

The tax consequence to petitioners would be the sane had
respondent sought to tax the gain QES realized on the sale of the
1312 Flint Street property. Respondent reduced the anounts
realized on the sale by the anount of the Bank of Anerica | oan,
and petitioners have not established that QES had a basis in the
Flint Street properties in excess of the Bank of America |oan
t hat woul d reduce the anount of |ong-term capital gain respondent
determ ned. Petitioners presented vol um nous records of the
construction costs of both the 1304 and the 1312 Flint Street
bui |l di ngs. However, the construction costs do not establish a
basis in the Flint Street properties in excess of the Bank of
Anerica | oan.
B. 2002 Sal e

Respondent determ ned that petitioners had unreported | ong-
termcapital gain of $328,901 for 2002 as a result of a
distribution from QES of the net proceeds fromthe 2002
transaction. Petitioners contend that the proceeds were not

di stributed because they were used to pay QES s outstandi ng

The tax effect to petitioners would be the sane under
ei ther argument. The $44,549 capital gain that petitioners would
recogni ze on the sale of the 1312 Flint Street property would
increase their bases in their QES interests. As a result
petitioners would not be taxed on the $44,549 distribution. Sec.
705(a) .
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l[iabilities. Petitioners further contend that their total basis
intheir QES interests at the end of 2002 was $646, 551, which is
based on the above conputation of the 2001 basis plus the paynent
of QES's liabilities of $132, 916.

Petitioner husband testified that the proceeds were used to
pay QES's remaining liabilities after the disposition of QES s
assets. Petitioners produced bank statenents fromthe QES trust
account for 2002 that show withdrawal s of $178, 202 and copi es of
cancel ed checks that show the recipients of sone of the
wi t hdrawal s and notations of the purpose of the paynent.
Petitioners also attached a schedule to their posttrial brief
listing the recipients and purposes of the paynents.?
Petitioners contend that $132,916 of these w thdrawal s was used
to pay QES's liabilities, and thus concede that $45, 286 was
distributed for personal or nonbusiness purposes, including a
downpaynment on a residence in Arizona purchased on Novenber 1,
2002, as rental property. Petitioners erroneously included
$10, 200 they transferred to Quality Vehicle Repair & Sales L.L.C.
(QVR), another of their business ventures, as withdrawals to pay
ES's liabilities. It appears fromthe record that QVR was

engaged in a line of business different from QES s and was not a

6As not ed above, information contained in schedul es attached
to posttrial briefs that was not presented at trial is not
properly before the Court. See Rule 143(b). The schedule lists
t he purposes of expenditures paid fromthe QES trust account and
contai ns evidence that was not presented at trial.
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continuation of QES s business operations.” The transfers to QVR
should be treated as distributed to petitioners. W also
guestion whether certain other paynents fromthe QES trust

account were used to pay QES's liabilities, including: (1) Four
wi thdrawal s identified in the schedule as relating to the
purchase and/or repair of trucks, totaling $53,094. There is no
evi dence that the trucks were used in QES s business; (2) three
paynents identified as Visa travel, totaling $7,733. There is no
evi dence concerni ng whet her the Visa account was business or
personal; (3) two withdrawals identified as relating to concrete,
totaling $1,447. The notation on one check indicates that
petitioners used the concrete for a notor honme. There is no

evi dence concerning the notor hone and whether it was used for
busi ness purposes; and (4) a withdrawal of $54,150 to SCBT for
the paynent of a |loan. There is no docunentation relating to an
unpai d business |loan from SCBT to QES during 2002. The above-
listed payments and the transfers to QVR represent $126, 624 of
the $132,916 in all eged business-related withdrawals fromthe CQES

trust account during 2002. W cannot determne fromthe record

‘Petitioners reported a | oss of $7,614 from QVR on Schedul e
C, Profit or Loss From Business, of their 2002 return. The
return used an enpl oyer identification nunber (EIN) for QVR that
was different fromthe EIN used for QES. However, subsequent-
year partnership returns filed for QVR erroneously used QES s
EIN. Petitioner husband stated that this m stake had been
corrected. Petitioners’ treatnment of QVR does not affect our
determ nation that the 2002 sale was a disposition of QES s
asset s.
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whet her these anobunts were used to pay QES's liabilities. W
al so note that the record contains evidence that petitioners used
their business entities to pay personal expenses at various
times. Under these circunstances, we find that the $200, 000
deposited into the QES trust account was not used to pay QES s
liabilities and was distributed to petitioners during 2002 for
their personal benefit. As stated above, petitioners attenpted
to present evidence of their bases in QES. Petitioners failed to
establish that they had adjusted bases in their QES interests in
2002 so that the distribution is not subject to tax under section
731(a). Accordingly, we hold that petitioners realized |long-term
capital gain of $200,000 for 2002.

Petitioners contend that QES used the $128,901 cashier’s
check to pay QES's liabilities. Onits 2002 return QES reported
i nventory and purchases of $425, 000 and begi nni ng- of -t he-year
liabilities in excess of $600,000. W recognize that the record
| acks specific information about the use of the cashier’s check.
However, we find petitioner husband’ s testinony honest. There is
no evidence to contradict his testinmony. Although we find the
anount deposited into the QES trust account was not used for
QES' s business purposes, it is unrealistic to assune that QES did

not have any outstanding liabilities after the 2002 transaction
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and paynment of the Bank of America |loan. Accordingly, we find
that the cashier’s check was not distributed to petitioners.?

Petitioners characterize the 2002 transaction as a conplete
di sposition or sale of QES. Respondent asserts that petitioners
woul d be taxable on the $328,901 proceeds for 2002 under this
alternative characterization of the transaction as a sale of
petitioners’ QES interests. Petitioners structured the
transaction as an asset sale and reported the 2002 sale on QES s
2002 return as a sale of business assets rather than reporting
the transactions on their 2002 individual return as a sale of
their QES interests . Petitioners have not provided any reason
to disregard the formthey chose. Accordingly, we hold that the
2002 transaction was not a disposition of their interests in QES.

C. 2002 O dinary Loss Deducti on

For 2002 QES reported an ordinary |loss of $127,025. On
their 2002 individual return petitioners clainmed a | oss deduction

of $63,512, attributable to petitioner husband' s distributive

8The 2002 sal e included the sale of inventory, which m ght
properly result in ordinary inconme. See sec. 751(a). The notice
of deficiency determned petitioners realized |long-term capital
gain for 2002 on the basis of the distribution from QES.
Respondent has not argued that any portion of the gain is taxable
as ordinary incone. W determ ne that respondent has conceded
this characterization issue. Likew se, we treat respondent as
concedi ng any argunment concerning petitioners’ gain recognition
fromthe sale of QES s assets during 2002 for the reasons we
stated for the 2001 sale. Nor have petitioners proved that QES
had a total basis in the assets sold in excess of the Bank of
Anerica | oan.
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share of QES s ordinary loss. A partner nust take into account
his distributive share of each item of partnership incone, gain,

| oss, deduction, or credit. Sec. 702(a); Vecchio v.

Comm ssioner, 103 T.C. 170, 185 (1994). A partner may deduct his

or her distributive share of partnership loss only to the extent
of the partner’s adjusted basis in his or her partnership
interest at the end of the partnership taxable year in which the

| oss occurred. Sec. 704(d); Sennett v. Comm ssioner, 80 T.C 825

(1983), affd. 752 F.2d 428 (9th G r. 1985). Respondent

di sal | oned the $63,512 | oss deducti on because petitioner husband
| acked sufficient basis in his QES interest to deduct his
distributive share of QES's | oss. However, petitioners failed to
provi de sufficient evidence for the Court to determ ne petitioner
husband’ s adjusted basis in his interest in QES for 2002 because
there is no evidence in the record of partnership incone, |oss,

or distributions during the intervening years. W find that
petitioners are not entitled to the $63,512 | oss deduction for
2002.

D. Section 6651 Additions To Tax

Section 6651(a)(1l) inposes an addition to tax for failure to
tinely file a Federal inconme tax return by its due date with
extensions. The addition is 5 percent of the tax required to be
shown on the return for each nonth, or fraction thereof, that the

return is late, not to exceed 25 percent. |d. The addition to
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tax does not apply if the failure is due to reasonabl e cause, and
not to willful neglect. 1d. Reasonable cause exists for a late
filing if the taxpayer exercised ordinary business care and
prudence but was neverthel ess unable to file on tine. Sec.
301.6651-1(c)(1), Proced. & Adm n. Regs. Factors that
constitute “reasonabl e cause” include unavoi dabl e postal del ays,
death or serious illness of the taxpayer or an immedi ate famly
menber, or reliance on a conpetent tax professional in a question

of law of whether it is necessary to file a return. MMahan v.

Comm ssi oner, 114 F. 3d 366, 369 (2d Gr. 1997), affg. T.C Meno.

1995-547. Reliance on a tax professional to file a return is

ordinarily not reasonable cause for late filing. United States

v. Boyle, 469 U S. 241, 252 (1985); Watt v. Conm ssioner, T.C

Meno. 2008-253. Respondent bears the initial burden of
production to introduce evidence that the return was filed | ate.
Sec. 7491(c). Petitioners bear the burden of proving that the
late filing was due to reasonabl e cause and not w |l ful neglect.

Sec. 7491(a); Higbee v. Conm ssioner, 116 T.C. 438, 447 (2001).

The parties stipulated that the 2001 and 2002 returns were filed
after their extended due dates. Respondent has nmet his burden of
pr oducti on.

Petitioners contend that they had reasonabl e cause for their
late filings because the late filings were caused by hurricanes

in Florida, where their return preparer was during 2002 and 2003;
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a tornado that hit the return preparer’s office; and the
extraordinary circunstances faced by the return preparer fromthe
Federal investigation of his business activities. Petitioners’
suggestion that hurricanes caused the late filing is not
supported by the record or other fact. Petitioners cite disaster
decl arations issued by the Federal Enmergency Managenent
Adm ni stration (FEMA) relating to Tropical Stornms Allison and
Gabriel during 2001 for certain areas of Florida.® M. Mayer’'s
office was in Pinellas County, Florida. The disaster
decl arations did not cover Pinellas County. Likew se, FEMA
i ssued a disaster declaration for Hurricane |Isabelle, the alleged
cause for the late filing for 2002, covering the State of North
Carolina. It did not cover any portion of South Carolina where
petitioners resided at the tine of filing their 2002 return.
Mor eover, petitioners’ 2002 return was due under extension on
August 15, 2003, nore than a nonth before the FEMA decl aration on
Septenber 28, 2003. Finally, petitioners did not provide any
evi dence, except for petitioner husband s statenents, that a
tornado struck M. Mayer’s office during the years at issue.

Petitioners provided their tax records to M. Mayer before
the April 15 due date for both years at issue, but M. Mayer

infornmed petitioners that he would need additional time to

°The Court takes judicial notice of disaster declarations
made by FENA.
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prepare the returns and that extensions were necessary.
Unfortunately, at the tine petitioners were not aware of the
| egal troubles that M. Mayer faced relating to his tax return
preparation activities. There is no evidence or allegation that
petitioners were connected in any way with M. Myer’s all eged
illegal activities. Petitioners relied on M. Myer in good
faith to tinely file their returns. However, such reliance
cannot constitute reasonable cause for the late filings under the

bright line rule set forth by the Suprenme Court in United States

v. Boyle, supra at 252. Accordingly, we hold that petitioners

are liable for the section 6651(a) addition to tax for 2001 and
2002.

E. Section 6662 Accuracy-Rel ated Penalties

Section 6662(a) and (b)(1) and (2) inposes a 20-percent
penalty on the portion of an underpaynment of tax attributable to
(1) negligence or disregard of rules and regulations, or (2) a
substantial understatenment of incone tax. Negligence is defined
as any failure to make a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code. Sec. 6662(c); see Neely

v. Comm ssioner, 85 T.C. 934, 947 (1985). Negligence includes

any failure by the taxpayer to keep adequate books and records or
to substantiate itens properly. Sec. 1.6662-3(b)(1), Incone Tax
Regs. A substantial understatenent of inconme tax is defined as

an understatenent that exceeds the greater of 10 percent of the
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tax required to be shown on the return or $5,000. Sec.
6662(d) (1) (A).

The section 6662(a) penalty is not inposed wth respect to
any portion of an underpaynent as to which the taxpayer acted
with reasonabl e cause and in good faith. Sec. 6664(c)(1); sec.
1.6662-3(b)(3), Inconme Tax Regs. The determ nation of whether
the taxpayer acted with reasonable cause and in good faith is
made on a case-by-case basis, taking into account all pertinent
facts and circunstances, including the extent of the taxpayer’s
efforts to assess his or her proper tax liability, the taxpayer’s
educati on, know edge, and experience, and the taxpayer’s
reasonabl e reliance on a tax professional. Sec. 1.6664-4(b)(1),

I ncone Tax Regs. Reasonabl e cause exists where a taxpayer relies
in good faith on the advice of a qualified tax adviser and the
t axpayer provided the adviser with all necessary and accurate

i nf ormati on. See Neonat ol ogy Associates, P.A. v. Commi SSioner,

115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d Gr. 2002).
Petitioners substantially underreported their income for
2001 and 2002 as a result of incone and |oss itens from QES.
Petitioners argue that they are not liable for the section 6662
penal ti es because they reasonably relied on their return
preparer, M. Myer. Petitioners are unsophisticated taxpayers
and have limted experience with the conplicated partnership tax

concepts arising fromtheir ownership of QES. At the tinme
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petitioners filed their 2001 and 2002 returns, they reasonably
believed that M. Mayer was a qualified tax professional with
sufficient education and experience to prepare QES's and their
i ndi vidual returns. They were not aware of the Federal
investigation into M. Myer’'s activities or the tenporary
restraining order against him They first |earned of the extent
of M. Mayer’'s legal troubles around the tine of trial. There is
no evi dence that petitioners were in any way connected to M.
Mayer’s illegal activities.

The deficiencies result frompetitioners’ failure to prove
(ES used the sale proceeds to pay liabilities and their failure
to substantiate their bases in their QES interests. Petitioner
husband credibly testified that he provided M. Mayer with al
necessary and rel evant information. However, many of their
busi ness records that were at M. Mayer’'s office were destroyed
after his death. This death significantly hindered petitioners
ability to produce requested docunentation during the audit of
their returns and to prepare for trial. Nevertheless,
petitioners made their best efforts to provide whatever records
they had or could obtain fromtheir banks. Petitioners presented
vol um nous records to docunent construction costs of the Flint
Street buildings and QES's other liabilities in their attenpt to
substantiate their bases in their QES interests. Under these

ci rcunstances, we do not find that petitioners’ failure to
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provi de additional records is negligent, as respondent argues.

See Pratt v. Commi ssioner, T.C Meno. 2002-279. Petitioners

reasonably and in good faith relied on M. Mayer to accurately
prepare their 2001 and 2002 returns. W find that petitioners
are not liable for a section 6662 penalty for 2001 or 2002
arising fromtheir ownership of QES. 10

Petitioners conceded that they failed to report $499 in
interest income and $517 in royalty inconme for 2001. Petitioners
contend that these amobunts were not reported on their 2001 return
because the forns reporting recei pt of these anobunts were | ost.
Petitioners were aware of the accounts and their right to that
inconme. Petitioners had a duty to review their return for
accuracy and could have easily discovered that this inconme was
not reported. Their failure to report that inconme is due to
negligence. Petitioners’ reliance on their return preparer does
not excuse their failure to report inconme that they should have
been aware of. Petitioners also suggest that these anounts nmay
have been reported on QES' s 2001 return by m stake. However, we
cannot determne fromthe record that these anounts were reported

on QES's 2001 return. W find that petitioners are liable for

PRespondent contends, w thout proof, that petitioners may
have been involved in an abusive trust schene. The evidence does
not support this allegation.
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the section 6662(a) penalty for negligence wwth respect to the
under paynents resulting fromthe failure to report the interest
and royalty incone for 2001.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




