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R determ ned additional interest incone,
di sal |l oned certain business expense deductions P
clainmed on his 2007 tax return, and determ ned a
deficiency in inconme tax, an addition to tax for
failure to tinely file under sec. 6651(a)(1), |I.RC
and an accuracy-rel ated penalty under sec. 6662(a),
l.RC, for Ps 2007 tax year.
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6651(a)(1), |I.R C

Hel d, further, Pis liable for the accuracy-
rel ated penalty under sec. 6662(a), |.R C
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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 inconme tax deficiency, a section
6651(a)(1) addition to tax for failure to tinely file a Federal
tax return, and a section 6662(a) accuracy-related penalty that
respondent determ ned for petitioner’s 2007 tax year.! After a
concessi on by petitioner,? the issues for decision are: (1)

Whet her petitioner is entitled to certain deductions clained on
three separate Schedules C, Profit or Loss From Business; (2)
whet her petitioner is liable for a section 6651(a)(1l) addition to
tax for a failure totinmely file a Federal income tax return; and
(3) whether petitioner is liable for a section 6662(a)
accuracy-rel ated penal ty.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipul ated
facts, wth acconpanying exhibits, are incorporated herein by
this reference. At the tine his petition was filed, petitioner

resided in California.

Unl ess otherwi se indicated, all section references are to
t he I nternal Revenue Code of 1986, as anended and in effect for
the year at issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

2At trial on Dec. 15, 2010, petitioner conceded he is liable
for incone tax on $1, 392 of unreported interest incone.
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Petitioner filed his 2007 Form 1040, U.S. Individual |ncome
Tax Return, on April 23, 2008. In 2007 petitioner was enpl oyed
by Qui ck Loan Fundi ng and Honefield Financial Inc., and was paid
wages reported on Forns W2, Wage and Tax Statenent, of
$127, 319. 47 and $79, 052. 24, respectively. Petitioner included
three Schedules C wth his Form 1040 for three separate
busi nesses in 2007.

The first Schedule C was for petitioner’s business as a
“nortgage banker” and reported gross receipts of $2,309 and
cl ai med deductions for car and truck expenses of $10,242 for
driving 21,118 mles. Respondent disallowed this expense. The
Second Schedule C was for petitioner’s business “ZE Adverti sing
Co.” and reported no gross receipts or sales but clainmed total
expenses of $69, 893, of which $11,922 was for car and truck
expenses, for driving 24,582 mles.® Respondent disallowed all
of the ZE Advertising Co. clained expenses. The third Schedule C
was for petitioner’s search engine optim zation business,
“E-Q@unbal | 7, and reported gross incone receipts of $43, 218,

claimed costs of goods sold of $22,587, and clai ned m scel | aneous

3The remai nder of the expenses conprised the follow ng:
Adverti sing expenses of $15,218; insurance expenses of $2, 864;
| egal and professional services totaling $2,852; office expenses
of $10, 218; taxes and licenses totaling $385; “other expenses”
totaling $26,434 (which conprised Wb and | nternet costs of
$19, 642; tel ephone answering service expense of $2,240; tel ephone
expense of $2,954; janitorial expenses of $480; equipnent rentals
for $562; dues and subscriptions costing $388; and bank service
charges of $168).
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expenses for advertising of $25,560. Respondent disall owed
petitioner’s clainmed E-Gunball expenses for advertising and costs
of goods sol d.

OPI NI ON

Prelimnary Evidentiary Mtters

At trial petitioner attenpted to introduce into evidence
vari ous bank account statenents as Exhibits 8-P, 9-P, and 10-P.
These exhi bits were not stipulated and were not provided to
respondent until the nmorning of the trial, contrary to the clear
direction in the standing pretrial order.* The Court did not
issue a ruling on the admssibility of the exhibits at trial

The Court gave respondent and petitioner further tinme to
verify the authenticity of the exhibits, find and verify
addi tional docunents, and supplenent the stipulation of facts and
the attached exhibits. The parties filed one such suppl enent al
stipulation during the 60-day period before the close of the

trial record, which was set to occur on February 14, 2011. The

“0n July 9, 2010, the Court issued a standing pretrial order
requiring that

docunents or materials which a party expects to utilize
in the event of a trial (except solely for

i npeachnent), but which are not stipul ated, shall be
identified in witing and exchanged by the parties at

| east 14 days before the first day of the trial

session. The Court may refuse to receive in evidence
any docunent or material not so stipulated or

exchanged, unless otherw se agreed by the parties or

al l oned by the Court for good cause shown.
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suppl emental stipulation related to two checks, for $5,000 and
$3, 000, which now constitute Exhibit 11-J. The Court understands
and appreciates the resources and efforts petitioner has put
forth in order to produce copies of these two checks and file
them before the record closed. Also included in the suppl enental
stipulation was Exhibits 12-J and 13-J, a copy of a transcript
fromthe IRS show ng that petitioner issued no Forns 1099- M SC,
M scel | aneous | ncone, during the 2007 tax year under his Soci al
Security nunber and a copy of a transcript show ng that ZE
Advertising Co. issued no Fornms 1099-M SC during the 2007 tax
year under ZE Advertising Co.’ s taxpayer identification nunber,
respectively. These exhibits are admtted and i ncorporated
herein by this reference.

Exhibit 9-P is a summary of the bank account from which the
two checks contained in Exhibit 11-J were drawn. At trial
petitioner put forth no credible evidence for which business the
$8, 000 was paid on behalf of, nor did he establish the business
pur pose of the paynents. When petitioner presented Exhibit 11-J
to respondent, he did so without additional docunentation to
support that the checks were for a specific business or related
to a particular expense. Petitioner has failed to show that

Exhibit 9-P or Exhibit 11-J has any rel evance to the cl ai ned
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deductions on any of his three Schedules C. Therefore the Court
rul es that Exhibits 8-P, 9-P, and 10-P are not adm ssible.®

1. Burden of Proof

In general, the Comm ssioner’s determ nation of a taxpayer’s
tax liability is presunmed correct, and the taxpayer bears the
burden of proving that the Conm ssioner’s determnation is

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

(1933). Pursuant to section 7491(a), the burden of proof as to
factual matters shifts to the Conm ssioner under certain
circunstances. Petitioner has neither alleged that section
7491(a) applies nor established his conpliance with applicable
substanti ation and recordkeepi ng requirenents. See secs. 6001,
7491(a)(2)(A) and (B); sec. 1.6001-1(a), Incone Tax Regs.
Petitioner therefore bears the burden of proof.

Thi s case concerns certain deductions clainmed on three
separate Schedules C attached to petitioner’s 2007 Federal incone
tax return. Deductions are a matter of |egislative grace, and
t axpayers bear the burden of proving entitlenent to any clained

deduction. Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U S

79, 84 (1992). Taxpayers are required to identify each deduction

avai |l abl e and show that they have net all requirenments as well as

SEven if admtted, the exhibits do not substantiate w thout
nmore supporting docunents the expenses that petitioner reports on
his three Schedul es C and therefore woul d have had no effect on
the ultimte outconme of this case.
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to keep books or records that substantiate all clained

deductions. Sec. 6001; Roberts v. Conm ssioner, 62 T.C 834,

836- 837 (1974).

Under Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d G

1930), if a taxpayer clainms a deduction but cannot fully
substantiate it, the Court, subject to certain exceptions, may
approxi mate the all owabl e anount, bearing heavily against the

t axpayer whose inexactitude in substantiating the anmount of the
deduction is of his own making. However, in order for the Court
to estimate the anount of a deduction, the Court nmust have sone

basi s upon which an estimate nmay be made. Vanicek v.

Commi ssioner, 85 T.C 731, 742-743 (1985). W thout such a basis,

any all owance woul d anount to unguided | argesse. WIllians v.

United States, 245 F.2d 559, 560-561 (5th Cr. 1957).

| f a taxpayer’s records are |ost or destroyed through
ci rcunst ances beyond his control, the taxpayer may still
substantiate the clainmed deductions by use of other credible

evidence.® Malinowski v. Comm ssioner, 71 T.C. 1120, 1125

(1979). A taxpayer is generally allowed, in such circunstances,
to substantiate the deductions by a reasonabl e reconstruction of

t he expenditures or uses. Evan v. Comm ssioner, T.C. Mno.

SEven though a taxpayer can use evi dence other than books or
records to substantiate cl ai ned deductions, we are not bound to
accept a taxpayer’s unverified, undocunented testinony. Hradesky
v. Comm ssioner, 65 T.C. 87, 90 (1975), affd. per curiam540 F.2d
821 (5th Cir. 1976).
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2004-180; see sec. 1.274-5T(c)(5), Tenporary Incone Tax Regs., 50
Fed. Reg. 46022 (Nov. 6, 1985). Although the Court may estinate
anounts, any estimations nust have a reasonabl e evidentiary

basis. Villarreal v. Conm ssioner, T.C. Mnp. 1998-420.

Petitioner asserts that a fire in his house destroyed
records and docunents pertaining to the claimed deductions on the
three Schedules C attached to his 2007 Federal inconme tax return.
Petitioner is not relieved of the burden of substantiation. See

Evan v. Comm ssioner, supra. |If a fire destroyed his records,

petitioner had the opportunity to reconstruct themin order to
substantiate the clained deductions. Wile we synpathize with
his plight arising fromthe fire, petitioner failed to
reconstruct records in any neani ngful manner.

[11. Whether Petitioner |Is Entitled to Certain Expense Deductions
Cl ai ned on Schedules C

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 normal,
usual, or customary within a particular trade, business, or
industry and is necessary if it is appropriate and hel pful for

t he devel opnent of the business. Comm ssioner v. Heininger, 320

U S. 467, 471 (1943); Deputy v. du Pont, 308 U S. 488, 495

(1940) .
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A. First Schedule C Car and Truck Expenses

On his 2007 Schedule Cl for the “Mirtgage Banker” business
petitioner claimed car and truck expense deductions totaling
$10, 242 for driving 21,118 business mles. |In certain
ci rcunst ances, the taxpayer nust neet specific substantiation
requi renents to be allowed a deduction under section 162. See,
e.g., sec. 274(d). The hei ghtened substantiation requirenents of
section 274(d) apply to: (1) Any travel expense, including neals
and | odging while away fromhone; (2) any itemwth respect to an
activity in the nature of entertai nnment, amusenent, or
recreation; (3) any expense for gifts; and (4) the use of “listed
property,” as defined in section 280F(d)(4), which includes any
“passenger autonobile”. To deduct such expenses, the taxpayer
must substantiate by adequate records or sufficient evidence to
corroborate the taxpayer’s own statenent of the anount, the tine,
the place, and the business purpose of the clained car or truck
expense. Sec. 274(d) (flush | anguage).

To satisfy the adequate records requirenment of section
274(d), a taxpayer nust maintain records and docunentary evi dence
that in conbination are sufficient to establish each el enent of
an expenditure or use. Sec. 1.274-5T(c)(1) and (2), Tenporary
| ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985). Although a
cont enporaneous | og is not required, corroborative evidence to

support a taxpayer’s reconstruction “of the elenents * * * of the
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expenditure or use nust have a high degree of probative value to
el evate such statenment and evidence” to the level of credibility
of a contenporaneous record. Sec. 1.274-5T(c)(1l), Tenporary
| ncome Tax Regs., supra.
In cases where section 274 requires substantiation of an
expense, the Court may not estinmate the expense under Cohan.

Lew s v. Conm ssioner, 560 F. 2d 973, 977 (9th Gr. 1977), revg.

T.C. Meno. 1974-59. Furthernore, if an expense is subject to the
strict substantiation requirements of section 274(d), no
deduction is allowable on the basis of any approximation or the

t axpayer’s unsupported testinony. Sanford v. Conmm ssioner, 50

T.C. 823, 827-828 (1968), affd. per curiam412 F.2d 201 (2d G
1969) .

Petitioner clainms to have traveled 21, 118 business mles
W th respect to his nortgage banki ng busi ness. However, he has
failed to of fer any docunents, contenporaneous or otherwi se, to
substantiate the tine, place, and busi ness purpose of these
mles. Petitioner’s claimthat records related to the driving
expenses were destroyed by a fire does not relieve himof his

burden of substantiation. See Evan v. Conmmni SSi oner, supra.

Therefore we sustain respondent’s disall owance of the car and
truck expense deductions clainmed on petitioner’s first Schedule C
for failure to neet the requirenents of section 162 and section

274(d).
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Petitioner is also not allowed a deduction for the actual
costs of operating his vehicle, including Mercedes Benz | ease
paynments and gasoline expenditures. Petitioner has provided no
substantiation that |inks these paynents with his business.
Secs. 162, 274(d). Therefore we sustain respondent’s
di sal | owance of the actual car and truck expenses reported on
petitioner’s first Schedule C, for failure to neet the
requi renents of section 162 and section 274(d).

B. Second Schedul e C Expenses

On his Schedule C for ZE Advertising Co., petitioner clainmed
$69, 893 i n expense deductions, including $11,922 of car m | eage
expenses, which suffered fromthe sanme | ack of substantiation
di scussed above. Section 162(a) provides that a taxpayer who is
“carrying on” a “trade or business” may deduct ordinary and
necessary expenses incurred in connection with the operation of

t he business. The Suprene Court held in Conm ssioner v.

G oetzinger, 480 U S. 23, 35 (1987), that to be considered to be

carrying on a trade or business within the neaning of section
162, “the taxpayer nmust be involved in the activity with
continuity and regularity and * * * the taxpayer’s primary
purpose for engaging in the activity nust be for inconme or
profit.” In determ ning whether a taxpayer’s involvenent with
the all eged business was sufficiently continuous and regular, it

is not controlling that the taxpayer intended to operate a
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busi ness, because a business may not exist or yet have commenced
wi thout a single custoner. There is no business in active
operation where there are no custoners and no evi dence of any

sales efforts that could lead to custoners. Goodwin V.

Commi ssioner, 75 T.C 424, 433 (1980), affd. w thout published

opinion 691 F.2d 490 (3d Cir. 1982); Wl fgramv. Conm ssioner,

T.C. Menp. 2010-69.

Petitioner failed to establish that his clained adverti sing
busi ness was in fact an ongoi ng business for profit as required
by section 162(a). There is no evidence in the record that
petitioner’s business was in operation in 2007. At trial
petitioner testified that in 2007 the business was “in
devel opnment”. ZE Advertising Co.’s taxpayer identification
nunber was not established until January 2008. By that tine
petitioner may have al ready abandoned the business, as he could
not remenber at trial whether he termnated it in Decenber 2007
or in 2008. Furthernore, petitioner did not present evidence
that the business had ever generated revenue or that he had
cl ai mred expense deductions relating to it in prior tax years.
Petitioner failed to convincingly explain why if it was an active
busi ness he had no gross receipts or sales fromits operations in
2007 but managed to generate $69, 893 in expenses.

We al so note that even if petitioner’s business had been

active and in existence in 2007, we would still disallowthe
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busi ness expense deductions clainmed on the second Schedul e C.
Petitioner failed to neet the substantiation requirenments of
section 162 and section 274(d). At trial he did not adequately
expl ain the expenses or how they were related to the business.
Repeatedly at trial petitioner testified that he coul d not
remenber for what certain paynents were used or for which
busi ness the costs were incurred. Consequently, we hold
petitioner may not deduct the expenditures clained on the second
Schedul e C for 2007.

C. Third Schedul e C Expenses

On Schedule C for E-CGunball petitioner clained deductions
for $64, 435 of expenses. Respondent disallowed deductions of
$25,560 for advertising expenses and $22,587 for cost of goods
sold. Petitioner presented no evidence to substantiate these
expenses. At trial petitioner attenpted to substantiate the
expenses for advertising but could not link themw th any
specific paynent. Petitioner did not testify about, nor offer
any other credible evidence to substantiate, the clainmed cost of
goods sold. Wthout denonstrating that these expenditures were
ordi nary and necessary to his business, or show ng that they even
exist, he has failed to substantiate that he is entitled to the

deducti ons under section 162. See Conm ssi oner Vv. Heininger, 320

U S. at 475; Hradesky v. Comm ssioner, 65 T.C 87 (1975), affd.

per curiam 540 F.2d 821 (5th Cr. 1976). Therefore, we nust
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sustain respondent’s determ nation disallow ng deductions for
advertising and cost of goods clained on petitioner’s third
Schedul e C.

| V. Section 6651(a)(1) Addition to Tax for Failure To Tinely
File Federal |Incone Tax Return

Section 6651(a)(1l) inposes an addition to tax for failure to
file atinmely Federal incone tax return unless the taxpayer can
denonstrate such failure was due to reasonabl e cause and not
willful neglect.” Reasonable cause for the failure to file a
tinmely return exists if the taxpayer exercised ordi nary business
care and prudence but was unable to file the return within the

time prescribed by law. United States v. Boyle, 469 U S. 241,

248- 250 (1985); sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.
Respondent determ ned that petitioner is liable for an
addition to tax under section 6651(a)(1) for 2007. The parties
stipulated that petitioner filed his return on April 23, 2008, 8
days after its due date. Petitioner made no argunents nor did he
of fer any evidence that his failure to tinely file his Federal
income tax return for 2007 was due to reasonabl e cause. W
sustain respondent’s determ nation that petitioner is liable for

an addition to tax under section 6651(a)(1).

"The amount of the addition to tax is 5 percent of the
anount required to be shown as tax on the return for each nonth,
or portion thereof, that the delinquency continues, up to a
maxi mum of 25 percent. Sec. 6651(a)(1).
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V. Section 6662 Accuracy-Rel ated Penalty

Section 6662(a) inposes an accuracy-related penalty of 20
percent of any underpaynent that is attributable to causes
specified in subsection (b), including negligence and a
substantial understatenent of incone tax. Sec. 6662(b)(1) and
(2). Under section 7491(c), respondent bears the burden of
production with respect to petitioner’s liability for the section
6662(a) penalty. This neans that respondent “nust 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). Respondent asserts two causes justifying
the inposition of the penalty: Negligence and a substanti al
understatenent of income tax. Sec. 6662(b)(1) and (2).

“[ Nl egligence” includes “any failure to nake a reasonabl e
attenpt to conply with the provisions of * * * [the Interna
Revenue Code]”. Sec. 6662(c). Under caselaw, “‘Negligence is a
| ack of due care or the failure to do what a reasonabl e and
ordinarily prudent person would do under the circunstances.’”

Freytag v. Comm ssioner, 89 T.C 849, 887 (1987) (quoting

Marcello v. Conmm ssioner, 380 F.2d 499, 506 (5th Gr. 1967),

affg. on this issue 43 T.C. 168 (1964) and T.C. Menon. 1964-299),
affd. 904 F.2d 1011 (5th Cr. 1990), affd. 501 U. S. 868 (1991).
“*Negligence’ also includes any failure by the taxpayer to keep

adequat e books and records or to substantiate itens properly.”
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Sec. 1.6662-3(b)(1), Incone Tax Regs. A substanti al
understatenent of inconme tax as to an individual is an
under st atement that exceeds the greater of $5,000 or 10 percent
of the tax required to be shown on the return. Sec.
6662(d) (1) (A .

Petitioner had the duty to keep adequate records and to
substantiate itens properly pursuant to section 1.6662-(3)(b)(1),
| ncone Tax Regs. Petitioner asserts his records were destroyed
by a fire. Wen respondent audited his return, petitioner had
the duty to make a reasonable effort to reconstruct his records
or at least to present other credi ble evidence to support a
reasonabl e estimate of the purposes and anmounts of reported

expenses. Lockett v. Conmi ssioner, 306 Fed. Appx. 464, 467 (11lth

Cr. 2009), affg. T.C. Menob. 2008-5.

There is a substantial understatenent of income tax because
cl ai mred deductions were not substantiated and have been
di sal l owed. See sec. 6662(d). Petitioner reported tax due of
$13,403. Respondent determned that the correct tax liability is
$69,801. Therefore, the understatenment of income tax is greater
than 10 percent of the anmount required to be shown and greater
t han $5,000. Petitioner has not established substanti al
authority for any itemof the clained deductions at issue, nor
has he proved that there was an adequate disclosure in his tax

return or in an attached statenent of the full facts concerning



- 17 -
such deductions. Petitioner also failed to denonstrate a
reasonabl e basis for his tax treatnment of the clainmed deductions
at issue. See sec. 6662(d)(2)(B)

In the light of petitioner’s failure to reconstruct his tax
records and substantiate his clainmed deductions, as well as his
substantial understatenent of incone tax, respondent has net his
burden of production with regard to the section 6662(a)
accuracy-rel ated penalty. W recognize that there is an
exception to the penalty provided by section 6664(c) where
reasonabl e cause for the underpaynent and good faith are shown to
exist. But petitioner has made no such showi ng on either count.
We therefore sustain respondent’s determ nation of the section
6662 accuracy-rel ated penalty.

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

for respondent.




