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DAWSQON, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section 7463(b), the

decision to be entered is not reviewable by any other court, and

1Unl ess ot herwi se indicated, references to sections other
than sec. 7463 are to the Internal Revenue Code (Code) in effect
for the years at issue, and Rule references are to the Tax Court
Rul es of Practice and Procedure.
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this opinion shall not be treated as precedent for any other
case.

Respondent determ ned the follow ng deficiencies in
petitioners’ Federal incone taxes and accuracy-rel ated penalties

under section 6662(a) for 2004, 2005, and 2006:

Accuracy-Rel ated Penalty

Year Defi ci ency Sec. 6662(a)
2004 $15, 564 $3,112. 80
2005 28, 182 5, 636. 40
2006 27, 264 5, 452. 80

Respondent filed an anmended answer asserting that
petitioners are liable for an increased deficiency in incone tax
of $21,125 (a $5,561 increase) and an increased penalty under
section 6662(a) of $4,225 (a $1,112.20 increase) for 2004, and an
i ncreased deficiency in inconme tax of $33,288 (a $5,106 increase)
and an increased penalty under section 6662(a) of $6,657.60 (a
$1, 021. 20 i ncrease) for 2005.

After concessions by the parties,? the issues to be decided

ar e:

2The parties agree that (1) subject to the limtations in
sec. 221(b), petitioners are allowed deductions for (A student
| oan interest paynents of $141 in 2004, $165 in 2005, and $157 in
2006 and (B) tuition and fees expenses of $3,000 in 2006; (2)
petitioners omtted $49 of interest incone from Texas State Bank
on their 2004 return; and (3) petitioners have substanti ated
charitabl e contributions of $4,200 in 2004, $3,885 in 2005, and
$3, 955 in 2006.
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(1) Whether petitioners are entitled to deductions clained
on Schedules C, Profit or Loss From Busi ness (Sol e
Proprietorship), of their 2004, 2005, and 2006 Federal incone tax
returns;

(2) whether petitioners had gross receipts froma trade or
busi ness as reported on Schedules C of their 2004, 2005, and 2006
returns;

(3) whether depreciation petitioners clainmed on their 2003
return i s subject to section 1245 recapture in 2004;

(4) whether petitioners are liable for self-enploynent taxes
on the gross receipts reported on Schedules C of their 2004,
2005, and 2006 returns and on gain realized on the sale of
section 1245 property in 2004, if any;

(5) whether petitioners are entitled to deduct under section
213 nedi cal expenses of $17,083 for 2006; and

(6) whether petitioners are liable for accuracy-rel ated
penal ti es under section 6662(a) for the years at issue.

Backgr ound

Sonme of the facts have been stipulated. The stipulation of
facts and the attached exhibits are incorporated herein by this
reference. Petitioners are married individuals who filed joint
Federal income tax returns for 2004, 2005, and 2006. Petitioners
resided in Texas when their petition was filed. They have two

children, who were ages 12 and 9 at the tine of trial.
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Petitioner Ananda Sada (Ms. Sada) is a teacher and was
enpl oyed as such during the years at issue.

Petitioner Carlos Sada (M. Sada) has a bachel or of science
degree. He has been selling cars for 10 or 11 years. During the
years at issue, he worked as a new car sal es nanager at Boggus
Ford. As such he was entitled to purchase under the Ford D pl an
one or two new cars each year at $100 over the invoice cost plus
tax, title, and license.

During the years at issue M. Sada purchased new vehicl es
from Boggus Ford, kept themfor about a year, and then traded
themin on the purchase of newer vehicles. The trade-in
al l omances he received for the old vehicles were | ess than the
bal ances owed on the | oans obtained to purchase the old vehicles.
He obtained sufficient financing on the purchase of the new
vehicles to pay off the bal ance owed on the old vehicles over the
anmount of the trade-in all owance.

M. Sada and his wife used the vehicles for comuting and
ot her personal daily activities, but they kept a “for sale” sign
on each vehicle fromthe tinme of purchase until M. Sada traded
it in on a new one. Although M. Sada s enploynment w th Boggus
Ford generally did not involve selling used cars, he negoti ated
the selling price of the vehicles he traded in. Petitioners

reported the purchases and sales of the vehicles as M. Sada’s
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busi ness activity on Schedules C of their 2004, 2005, and 2006
Federal incone tax returns.

M. Sada owned two 2003 Toyota Sequoi as--a desert-col ored
Sequoi a, which he had purchased for $36,171.35 in Novenber 2002
at which tine it had an odoneter reading of 52 mles (the desert
2003 Sequoi a), and another (the second 2003 Sequoia), for which
the record does not disclose the date of purchase, purchase
price, color, or odoneter reading at tinme of purchase.® He also
owned a 1998 |suzu Trooper which he had purchased used for $5, 500
to $6,000 in 2003. 1In 2004 he sold the Trooper in a cash
transaction for $7,500, making a profit of $2,000.

On Novenber 18, 2004, M. Sada traded in the desert 2003
Sequoia for a gold 2005 Ford Expedition, which he purchased for
$38,251.71. He received a $27,500 al |l owance for the desert 2003
Sequoi a and financed the bal ance of the purchase price. The

desert 2003 Sequoi a had an odoneter reading of 17,435 mles and a

M. Sada asserts that he owned only one 2003 Toyota
Sequoia. In respondent’s brief, respondent agrees that
petitioners did not own the second 2003 Sequoi a. However, notor
vehi cl e purchase orders from Boggus Ford dated Nov. 18, 2004, and
July 8, 2005, indicate that: (1) Carlos Sada traded in a 2003
Toyota Sequoi a, serial nunber ending 149129, on the Gold 2005
Ford Expedition that he acknow edges he purchased in 2004 and (2)
he traded in a 2003 Toyota Sequoi a, serial nunber ending 150073,
on a white 2005 Ford Expedition that he acknow edges he purchased
in 2005. M. Sada also stipulated that he traded in the second
Sequoi a on the white 2005 Expedition. Respondent’s concession is
clearly contrary to the stipulation and to the facts that we have
found are established by the record, and we shall disregard it.
See Cal - Mai ne Foods, Inc. v. Conm ssioner, 93 T.C 181, 195
(1989).
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payof f anmount of $28,518 at the tinme of the trade-in. At the
time of the purchase the gold 2005 Expedition had an odoneter
reading of 11 mles.

M. Sada purchased two vehicles in 2005. In July 2005 M.
Sada traded in the second 2003 Sequoia for a white 2005
Expedition. He purchased the white 2005 Expedition for
$37,310. 21; he received a $22,000 all owance fromthe trade-in of
t he second 2003 Sequoi a towards the purchase price and financed
t he bal ance. The second 2003 Sequoi a had an odoneter readi ng of
25,877 mles and a payoff anount of $25,947.81 at the time of the
trade-in. The white 2005 Expedition had an odoneter readi ng of
37 mles at the tinme of purchase.

I n Decenber 2005 M. Sada traded in the gold 2005 Expedition
on a 2006 gray Expedition. He purchased the gray 2006 Expedition
for $37,631.16; he received a $32,000 all owance fromthe trade-in
of the gold 2005 Expedition towards the purchase price and
financed the balance. The gold 2005 Expedition had an odoneter
readi ng of 10,078 nmles and a payoff anount of $33,110 at the
time of the trade-in. The gray 2006 Expedition had an odoneter
reading of 376 mles at the tinme of purchase and 13,771 mles on
April 19, 2007.

M . Sada purchased two vehicles in July 2006. He purchased
a white 2006 Ford Fusion for $22,428; he paid $500 down and

fi nanced t he bal ance. He al so traded in the white 2005
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Expedition on a black 2006 Ford F-250, which he purchased for
$42,205.75. He received a $30,000 al |l owance fromthe trade-in of
the white 2005 Expedition and financed the balance. At the tine
of trade-in the white 2005 Expedition had an odoneter readi ng of
9,186 mles and a payoff amount of $33, 990.
Petitioners reported i nconme on their 2003, 2004, 2005, and

2006 returns as foll ows:

2003 2004 2005 2006
Wages, salaries, tips, etc. $106, 324  $143, 027 $159, 594 $188, 737
I nt erest 16 -- 78 56
Busi ness i ncone (Schedule C (35, 635) (43, 533) (97,782) (73,503)
Total income 70, 705 99, 494 61, 890 115, 290
Adj ust ment s (223) (2,910) (250) (3, 354)
Adj ust ed gross incone 70, 482 96, 584 61, 640 111, 936

Petitioners filed an anmended return for 2004, reducing their
adj usted gross incone to $92,675 for a $3,909 overst at enent of
wages.

Petitioners reported gross receipts, expenses, and net
| osses on the purchases and sales of the vehicles on Schedules C
of their 2003, 2004, 2005, and 2006 Federal incone tax returns,

as foll ows:

2003 2004 2005 2006
| ncone:
G oss receipts $1, 325 $3, 190 $4, 269 $9, 468
Cost of goods sold 7,850 -- -- --
G oss profit (6, 525) 3,190 4,269 9, 468
Expenses:
Adverti sing 1, 249 150 -- --

Car/ Truck expenses 778 2,948 -- 4,810



Depr eci ati on 17,708 32,938 91, 821 72,208
I nsur ance -- 2,880 --
Legal / pr of essi onal services 1, 250 1, 350 500
O fice expense 186 -- --
Rent / equi pnent 267
Repai r s/ mai nt enance 250 182 -- --
Suppl i es 113
Meal s/ ent ert ai nnent 5, 626 7,293 4,413 1, 425
Cel | phone 1, 347 1,524 1, 326 1, 248
I nt er net 252 252 261 --
Roadr unner -- -- 580
Conput er 1,520 - - - - 2,200
Tot al expenses 29, 110 46, 723 102, 051 82,971
Net profit (I oss) (35, 635) (43, 533) (97,782) (73,503)

M. Sada did not include the $7,500 he received on the sale
of the Isuzu Trooper in the gross receipts for 2004.

M. Sada reported the vehicles as 3-year property on Forns
4562, Depreciation and Anortization (Including Information on
Li sted Property), attached to his joint returns for 2003 through
2006. The depreciation petitioners claimed for 2003 included a
speci al depreciation allowance of $12, 750 and general
depreci ation of $4,958 for property placed in service in 2003. The
depreciation petitioners clainmed for 2004 included: (1) A special
depreci ati on all owance of $21, 250 and general depreciation of $1,771
for property placed in service in 2003 and (2) MACRS depreciation
of $9,917 for assets place in service before 2004. The
depreci ation petitioners claimed for 2005 included: (1) A
speci al depreciation allowance of $39,500 and general

depreciation of $5,188 for property placed in service in 2005 and
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(2) MACRS! depreciation of $45,570 for property placed in service
bef ore 2005. The depreciation petitioners clainmed for 2006
included: (1) A special depreciation allowance of $10,610 and
general depreciation of $5,655 for property placed in service in
2006 and (2) MACRS depreciation of $48,166 for property placed in
service before 2006

On their 2004, 2005, and 2006 returns, petitioners clainmed

the foll owm ng deductions on Schedule A, Item zed Deducti ons:

Schedul e A 2004 2005 2006
Medi cal / dent al * -- -- $8, 688
Taxes $4, 590 $6, 449 6,273
| nt er est 5, 770 4,948 7,720
Gfts to charity 5,500 4,090 3,935

Tot al deducti ons 15, 860 15, 487 26, 616

Total medical expenses ($17,083 for 2006) over 7.5 percent of
adj usted gross inconme ($8,395 for 2006).

In addition to the item zed deductions clai ned on Schedul es
A, petitioners clainmed deductions for: (1) Student |oan interest
of $2,660 for 2004 and $104 for 2006, (2) educator expenses of
$250 each year, (3) tuition and fees of $2,660 for 2004, and (4)
donmestic production activities of $3,000 for 2006. Petitioners
also clained child tax credits of $2,000 for 2004 and 2005 and
$1, 900 for 2006.

“MACRS refers to the “Modified Accel erated Cost Recovery
Systeni. GCenerally, MACRS is used to depreciate any tangible
property placed in service after 1986.
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On February 7, 2008, respondent nmailed to petitioners a
statutory notice of deficiency for 2004, 2005, and 2006
di sall ow ng their deductions for business expenses clainmed on
Schedul es C and increasing their taxable income by $46, 723 for
2004, $102,051 for 2005, and $82,971 for 2006. As a result of
t he di sal |l owance of the deductions for the business expenses,
respondent determ ned that M. Sada was subject to self-
enpl oynent taxes of $85 for 2004, $114 for 2005, and $254 for
2006 on the gross receipts reported on the Schedul es C and was
entitled to a deduction each year for one-half of the self-
enpl oynent t ax.

Respondent al so disall owed petitioners’ item zed deductions
cl ai med on Schedul es A for nedical expenses of $17,083 cl ai ned
for 2006 and charitable contributions of $5,500, $4,090, and
$3, 935 cl ai med respectively for 2004, 2005, and 2006. The
di sal | onance of those item zed deductions increased petitioners’
t axabl e i ncome by $5,500 for 2004, $4,621 for 2005, and $13,571
for 2006. The adjustnents to petitioners’ total inconme caused
the foll owi ng conputational adjustnments: (1) The tuition and
fees deduction for 2006, the student |oan interest deduction for
2006, the child tax credits for 2005 and 2006, and the education
credits for 2004 and 2005 were disallowed in full, and (2) the

child tax credit for 2004 was reduced to $500. Additionally,
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respondent determ ned that petitioners were not liable for the
alternative mninmumtax reported for 2006.

Di scussi on

| ncone (Loss) From Activity of Buying and Selling Vehicles

M . Sada contends that he purchased the vehicles during the
years at issue with the purpose of selling themat a profit and
properly reported the activity on Schedules C of his tax returns
for the years at issue. He therefore argues that the expenses
claimed on the Schedul es C are deductible. To the contrary,
respondent asserts that M. Sada has not established that the
expenses were incurred in a trade or business within the nmeani ng
of section 162 or for the production of income wthin the neaning
of section 212. Respondent asserts that the expenses are
personal expenses, deductions for which are disallowed by section
262.

A. O ai ned Schedul e C Expenses

Taxpayers generally nmay deduct expenses that are ordinary
and necessary in carrying on a trade or business. Sec. 162(a).
Taxpayers al so generally may deduct expenses that are ordinary
and necessary for (1) the production or collection of incone, or
(2) the managenent, conservation, or mai ntenance of property held
for the production of incone. Sec. 212(1) and (2). Further,
whi | e busi ness expenses and expenses related to income-producing

property are currently deductible, a taxpayer is not entitled to
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deduct a capital expenditure (i.e., an anount paid out for new
bui |l di ngs or for permanent inprovenents or betternents nmade to
i ncrease the value of any property or estate),® sec. 263(a)(1),
but may be all owed a depreciation deduction if the property is
used in a trade or business or is held for the production of

i ncone, sec. 167; see INDOPCO, Inc. v. Commi ssioner, 503 U S. 79,

83-84 (1992). Personal, living, and famly expenses, on the

ot her hand, generally may not be deducted to any extent unl ess

ot herw se expressly allowed in the Code (e.g., State and | oca
real property taxes are deductible pursuant to section
164(a)(1)). Sec. 262(a). The prohibitions of section 262
regardi ng deductibility of personal expenses take precedence over

the al |l owance provisions of sections 162 and 212. Conm SsSi oner

v. ldaho Power Co., 418 U. S. 1, 17 (1974); Sharon v.

Comm ssioner, 66 T.C. 515, 523 (1976), affd. 591 F.2d 1273 (9th

Cir. 1978). As stated by the Suprene Court in Comm ssioner V.

G oetzinger, 480 U. S. 23, 35 (1987):

not every incone-producing and profit-maki ng endeavor
constitutes a trade or business. * * * [T]o be engaged
in a trade or business, the taxpayer nust be invol ved
in the activity with continuity and regularity and

* * * the taxpayer’s primary purpose for engaging in
the activity nmust be for income or profit. * * *

°Sec. 1.263(a)-2(a), Incone Tax Regs., generally provides:
“The cost of acquisition * * * of * * * property having a useful
life substantially beyond the taxable year” is a capital
expendi t ure.
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In order to be deductible, vehicle expenses nmust be incurred
in the pursuit of a trade or business. Sec. 162(a). Expenses
incurred in commuting froma residence to a business or in the
course of other personal use are nondeducti bl e personal expenses.

Sec. 262; Geen v. Comm ssioner, 59 T.C. 456 (1972). Simlarly,

aut onobil e depreciation is permtted as a deduction only if, and
to the extent that, the autonobile is used in the pursuit of a
trade or business or for the production of inconme. Sec. 167(a).
The ownershi p and mai nt enance of the property nust relate
primarily to a business or profit-mki ng endeavor, rather than a

personal purpose. Intl. Artists, Ltd. v. Conm ssioner, 55 T.C

94, 104 (1970); Chapman v. Commi ssioner, 48 T.C 358, 366 (1967).

I f the acquisition and nai ntenance of property such as an
autonobile are primarily profit notivated and personal use is
distinctly secondary and incidental, deductions for maintenance
expenses and depreciation will be permtted; if acquisition and
mai nt enance are notivated primarily by personal considerations,
deductions are disallowed; and if substantial business and
personal notives exist, allocation becones necessary. Intl.

Trading Co. v. Conm ssioner, 275 F.2d 578, 584-587 (7th G

1960), affg. T.C. Meno. 1958-104; Intl. Artists, Ltd. v.

Conmi ssi oner, supra at 104-105; Deihl v. Conmm ssioner, T.C. Meno.

2005-287; Mann v. Commi ssioner, T.C Meno. 1981-684. | f

all ocation is necessary, the deduction for allocabl e business use
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in such cases is conputed by reference to the ratio of tinme or
space devoted to business as conpared with total use. Intl.

Artists, Ltd. v. Conmm ssioner, supra at 105.

Over the years, courts have considered a variety of factors
in determning the taxpayer’s primary purpose for hol di ng
property, including: (1) The taxpayer’s purpose in acquiring the
property and the duration of his ownership, (2) the purpose for
whi ch the property was subsequently held, (3) the taxpayer’s
everyday business and the relationship of incone fromthe
property to total incone, (4) the frequency, continuity, and
substantiality of the sales, (5) the extent to which the taxpayer
used advertising, pronotion, or other activities to increase
sales, and (6) the tine and effort the taxpayer habitually

devoted to the sal es. United States v. Wnthrop, 417 F.2d 905,

910 (5th Gr. 1969); Cottle v. Conmm ssioner, 89 T.C 467, 487

(1987); Raynond v. Conm ssioner, T.C Meno. 2001-96; Neal T.

Baker Enters., Inc. v. Conm ssioner, T.C. Menp. 1998-302; Nadeau

V. Conm ssioner, T.C. Meno. 1996-427; Tollis v. Conm ssioner,

T.C. Meno. 1993-63, affd. w thout published opinion 46 F.3d 1132
(6th Cr. 1995). Although these factors may aid the finder of
fact in determning, on the entire record, the taxpayer’s primary
pur pose for holding property, they have no i ndependent
significance and individual coment on each factor is not

necessary or required. Cottle v. Comm ssioner, supra at 487-489;
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see al so Suburban Realty Co. v. United States, 615 F.2d 171

177-179 (5th Cr. 1980); Hay v. Comm ssioner, T.C. Meno.

1992- 4009.

M. Sada asserts that he purchased the vehicles intending to
make a profit by selling themat the manufacturer’s suggested
retail price over his enployee bargain purchase price. As an
experienced new car sal esman, M. Sada had reason to know that a
new car purchaser nost often can negotiate a price that is |ess
than the manufacturer’s suggested retail price. Indeed, it is
not unusual for new car dealers to advertise a pronotional price
bel ow t he manufacturer’s suggested retail price. Moreover, the
new vehi cl es becane “used” once M. Sada drove themoff the car
lot. M. Sada nerely placed “for sale” signs on the vehicles and
did not use any other advertising, pronotion, or other activities
to increase sales. He made no effort toward and devoted no tine
to the sales other than driving the vehicles for commuting and
ot her personal purposes. M. Sada held the vehicles for nore
than a year, and he and Ms. Sada used the vehicles solely for
personal purposes. He traded in the used vehicles on new ones
and did not sell themto end users. The frequency, continuity,
and substantiality of the sales are consistent w th usual
consuner ownership and do not show a profit-nmaking notive.

Al t hough M. Sada may have hoped to nmake profits on the

sales of his vehicles, that is not sufficient to convert
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i nherently personal expenses into deductible business expenses.?®

Sapp v. Conmm ssioner, 36 T.C. 852 (1961), affd. 309 F.2d 143 (5th

Cr. 1962); see also Finney v. Conm ssioner, T.C Menp. 1980-23

(because the autonobile was used 100 percent of the time for
personal reasons, any busi ness deductions with respect to that
aut onobi |l e taken on the taxpayers’ joint return for the taxable
years in issue were properly denied under section 262).

We note that, had we found that M. Sada was in the trade or
busi ness of selling the vehicles or held them for the production
of income, sections 274 and 280F provide further l[imtations with
potential bearing on business-rel ated deductions clai med under
section 162 or 167. Pursuant to section 274(d), no deduction or
credit is allowed with respect to any listed property, wthin the
meani ng of section 280F(d)(4) unless the taxpayer substanti ates
by adequate records or sufficient evidence corroborating the
taxpayer’s own statenent: (1) The anmount of the expense; (2) the
time and place of the use of the property; and (3) the business

pur pose of the expense. Sec. 274(d); Vaksnman v. Conm SsSi oner,

5The purchase of a personal vehicle is anal ogous to the
purchase of a residence. Although people who buy residenti al
property generally are interested in naking a |later profitable
sal e, the purchase or construction of a personal residence
generally is not considered a transaction entered into for
profit. “A loss sustained on the sale of residential property
purchased or constructed by the taxpayer for use as his personal
resi dence and so used by himup to the tinme of the sale is not
deducti bl e under section 165(a).” Sec. 1.165-9(a), |ncone Tax
Regs.
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T.C. Meno. 2001-165, affd. 54 Fed. Appx. 592 (5th Cr. 2002).
Section 280F limts the allowabl e anount of depreciation for
“l'isted property” to a nultiple equal to the percentage of actual

busi ness use. A.J. Concrete Punping, Inc. v. Comm ssioner, T.C.

Menmo. 2001-42; sec. 1.280F-2T(i), Tenporary Incone Tax Regs., 49
Fed. Reg. 42707 (COct. 24, 1984). Pursuant to section
280F(d)(4) (A (i) and (ii), passenger autonobiles and any ot her
property used as a neans of transportation are “listed property”
subject to the strict substantiation requirenments of section
274(d). Cellular tel ephones are also “listed property” subject
to the strict substantiation requirenments of section 274. M.
Sada failed to submt any docunentation to establish the business
use of his cellular tel ephone.

Simlarly, M. Sada has failed to provide any evidence of a
busi ness purpose for all other expenses clainmed on Schedul es C of
petitioners’ inconme tax returns for the years at issue.
Accordingly, we hold that petitioners are not entitled to deduct
any of the expenses claimed on Schedules C for those years
because M. Sada was not in the business of selling cars as a
sole proprietor and did not hold the vehicles for the production
of incone.

B. G oss Receipts Reported on Schedules C

Respondent disallowed all the expenses clainmed on the

Schedul es C but did not nmake any adjustnents to the gross
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receipts. W have held that M. Sada was not in the trade or
busi ness of selling the vehicles and did not hold the vehicles
for the production of incone. Consequently, M. Sada did not
have Schedul e C gross receipts fromhis purchase and sal e of the
vehicles. Therefore, the gross receipts should be elimnated
fromthe conputations of petitioners’ taxes for the years at
i ssue.

C. Gain or Loss on Sal es of Vehicles

1. Desert 2003 Sequoi a

In the anended answer respondent asserts that petitioners
must “recapture” the depreciation on vehicles clainmed on Schedul e
Cin 2003 in the year of the sale of the vehicle; i.e., gain on
the sale of the vehicles attributable to depreciation deductions
they clainmed on their 2003 return is taxable as ordinary incone
in the year of sale. Respondent has the burden of proving any
new matter pleaded in the anended answer. See Rule 142(a); Canal

Corp. v. Conmm ssioner, 135 T.C _ , _ (2010) (slip op. at 30).

Respondent was uncertain whether the depreciation clainmed on
petitioners’ 2003 return should be recaptured in 2004, when the
desert 2003 Sequoia was traded in, or 2005, when the second 2003
Sequoia was traded in. Therefore, in the anmended answer
respondent asserted the full anmount of the recapture in each tax

year 2004 and 2005.
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Mot or vehi cl e purchase orders from Boggus Ford dated
Novenber 18, 2004, and July 8, 2005, indicate that: (1) M. Sada
traded in the desert 2003 Sequoia (serial nunber ending 149129)
on the Gold 2005 Expedition, which he acknow edges he purchased
in 2004, and (2) he traded in another 2003 Toyota Sequoia with a
different serial nunber (ending 150073) on the white 2005
Expedi tion, which he acknow edges he purchased in 2005. However,
M . Sada deni ed owning a 2003 Sequoi a ot her than the desert 2003
Sequoia. He testified that the depreciation deduction clained on
the 2003 return was for the desert 2003 Sequoia, and we so find.
Respondent’s position on brief is that in 2004 M. Sada is
required to recapture as ordinary incone $9,037 of the
depreci ati on deducted in 2003 for the desert 2003 Sequoi a and he
is not required to recapture any of the depreciation deductions
in 2005.

Al though M. Sada was not in the trade or business of
selling the vehicles and did not hold the vehicles for the
production of inconme, petitioners nust report on their returns
for the years at issue any gains M. Sada realized on sal es of
t he vehicles when he traded themin for new ones.

Section 1001 provides that gain fromthe sale or other
di sposition of property equals the excess of the anmount realized

fromthe sale over the adjusted basis in the property sold.
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The amount of gain realized is the excess of the anount
realized over the taxpayer’s adjusted basis in the property, and
the anobunt of loss realized is the excess of the adjusted basis
over the anount realized. Sec. 1001(a). For purposes of
conputing gain or loss, the “ambunt realized” is defined by
section 1001(b) as the sum of any noney received plus the fair
mar ket val ue of the property received. Furthernore, the anount
realized generally includes the amount of liabilities from which
the transferor is discharged as a result of the sale or

di sposition. Crane v. Comm ssioner, 331 U S. 1 (1947); sec.

1.1001-2(a), Income Tax Regs. Wile the anount realized by the
seller includes the anbunt of any debt secured by the property
that is assuned by the purchaser, settlenent charges to the
seller used to pay off an existing |loan do not increase the
anount realized on the sale of property. See Kurata v.

Conmi ssioner, T.C. Menp. 1997-252. I n such an instance, the

seller has paid the debt; there is no cancellation or forgiveness
of the indebtedness. Here, Boggus Ford did not assune the

out standing | oans on the old vehicles. M. Sada effectively paid
of f the outstanding balances with the trade-in all owances and the
new financing for the purchase of the new vehicles. The anount
realized by M. Sada on the trade-in of the desert 2003 Toyota

was the $27,500 trade-in all owance he received.
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Cenerally, the adjusted basis of property equals its
original cost, increased by expenditures properly chargeable to
capital account, and decreased by the greater of anobunts all owed
or allowabl e as depreciation deductions. Secs. 1011, 1012,
1016(a)(1) and (2). Thus, if the taxpayer clainmed depreciation
deductions and the Internal Revenue Service did not audit the
return or otherw se disallow the deductions, the full anmounts of
depreci ati on deductions clained by the taxpayer decrease the
basis in the property even if the deductions were not properly
al l owable. Sec. 1016(a)(2); sec. 1.1016-3(a)(1l), (b), Incone Tax
Regs.

M. Sada purchased the desert 2003 Sequoia for $36,171.35 in
Novenber 2002. On Form 4562 of his 2003 return he reported that
it was placed in service in 2003, and he deducted $17, 708 on
Schedule C. Petitioners’ 2003 return was not audited, and M.
Sada was al |l owed a deduction for the depreciation clainmed for the
desert 2003 Sequoia on the 2003 return. Thus, his basis in the
desert 2003 Sequoia was reduced to $18,463.35 ($36,171.35 -
$17,708). In 2004 M. Sada received a $27,500 trade-in allowance
towards the purchase price of the Gold 2005 Expedition. Thus, he
realized $9,036.65 of gain on the disposition of the desert 2003

Sequoi a in 2004.
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Respondent asserts that pursuant to section 1245(a)(1), M.
Sada is required to recogni ze the $9,036.65 gain as ordinary
i ncone in 2004.

Section 1245(a) (1) provides for the recapture of
depreci ation as ordinary incone upon the disposition of section
1245 property. As relevant here, section 1245 property includes
personal property “which is or has been property of a character
subject to the allowance for depreciation provided in section
167”. Section 167(a) provides the follow ng general rule:

There shall be allowed as a depreciation deduction a

reasonabl e al | owance for the exhaustion, wear and tear

(i ncluding a reasonabl e al |l owance for obsol escence)--

(1) of property used in the trade or business, or
(2) of property held for the production of incone.

We have held that M. Sada did not use the vehicles for
whi ch he clai med depreciation, including the desert 2003 Sequoi a,
in a trade or business or for the production of incone.
Consequently, the desert 2003 Sequoia is not section 1245
property.

Nonet hel ess, respondent argues that petitioners nust
“recogni ze the recapture incone” because they treated the desert
2003 Sequoi a as section 1245 property by claimng depreciation
deductions for it on their 2003 return and the period of
[imtations for 2003 has expired, so that respondent cannot

adj ust petitioners’ 2003 return by disallowng the inproperly
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cl ai med depreciation for that year. |In support of that position

respondent cites Herrington v. Conm ssioner, 854 F.2d 755 (5th

Cr. 1988), affg. dass v. Conmm ssioner, 87 T.C. 1087 (1986),

whi ch applies the duty of consistency.

The duty of consistency applies when: (1) The taxpayer nade
a representation or reported an itemfor Federal incone tax
pur poses in one year, (2) the Comm ssioner acquiesced in or
relied on that representation or report for that year, and (3)
the taxpayer attenpts to change that representation or report in
a subsequent year, after the period of limtations has expired
with respect to the year of the representation or report, and the

change is detrinental to the Conm ssioner. LeFever V.

Commi ssioner, 103 T.C. 525, 543 (1994), affd. 100 F.3d 778 (10th

Cir. 1996); see also Herrington v. Conm ssioner, supra at 758.

When these requirenents are net, the Conm ssioner may treat the
previ ous representation by the taxpayer as true, although, in

fact, it is not. Herri ngton v. Comm Sssioner, supra at 758. The

duty of consistency is an affirmative defense rai sed by
respondent, and respondent has the burden of showi ng that it
applies. See rule 142(a). Respondent did not raise the duty of
consi stency as an affirmative defense in the anmended answer but
merely alluded to it in respondent’s opening brief by citing
Herrington. Mbreover, as discussed bel ow, respondent has not

shown that the third requirenent has been nmet and, thus, has not
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met his burden of establishing that the duty of consistency
applies.
On Form 4562 of petitioners’ 2003 return M. Sada reported

t hat depreci abl e property was placed in service in 2003, and he
claimed a depreciation deduction of $17,708 on Schedule C. Thus,
the first requirenent is net.

The Comm ssi oner acquiesces or relies on a representation of
t he taxpayer when the taxpayer files a return that contains an
i nadequately disclosed item and the Conm ssioner accepts that
return and allows the period of limtations to expire w thout an

audit of that return. Herri ngton v. Commi SSioner, supra at 758.

Petitioners’ 2003 return was not audited, and M. Sada was

al l oned a deduction for the depreciation clainmed for the desert
2003 Sequoi a on the 2003 return. Thus, the second requirenent is
al so net.

However, M. Sada never took an inconsistent position with
respect to his activity of buying and selling the vehicles.
Petitioners’ 2004 return clainmed depreciation for property pl aced
in service before 2003. Wen respondent audited petitioners’
2004 return, respondent disallowed that depreciation deduction.
The 2004 return put respondent on notice that M. Sada |ikely
cl ai med depreciation for that property on his 2003 return.

Respondent has not established that the period of Iimtations for
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assessing additional tax for 2003 had expired when the audit of
petitioners’ 2004 return was conpl et ed.

Because respondent did not raise the duty of consistency as
an affirmative defense in the anmended answer and has not net the
burden of establishing that the duty of consistency applies in
this case, we hold that M. Sada is not subject to the recapture
provi sions of section 1245. M. Sada purchased the desert 2003
Sequoi a i n Novenber 2002 and di sposed of it in Novenber 2004.

The gain he realized is taxable in 2004 as |long-termcapital gain
and not as ordinary incone. See sec. 1222(3).

2. Oher Vehicles

The record establishes that the trade-in all owances M. Sada
received for all of the vehicles was | ess than the anounts he
paid for them M. Sada has not been allowed the depreciation
deductions he clainmed on the vehicles except for the depreciation
deductions he clainmed for the desert 2003 Sequoia on petitioners’
2003 return. Consequently, M. Sada realized | osses on the other
vehi cl es when he traded themin.

Section 165(a) generally allows a deduction for any | oss
sustained during the taxable year that is not conpensated by
i nsurance or otherwi se. However, in the case of an individual,
section 165(c) limts deductible |osses that are not incurred
either in a trade or business or a transaction entered into for

profit to losses arising fromfire, storm shipweck, or other
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casualty or fromtheft. A loss sustained on the sale of a
vehi cl e used exclusively for personal use is not deductible
pursuant to section 165(c), and petitioners may not deduct M.
Sada’ s | osses on the vehicles.

1. Sel f - Enpl oynent Taxes

Respondent determ ned that M. Sada was l|liable for self-
enpl oynment tax on the gross receipts he reported on the Schedul e
C for each year at issue and allowed petitioners a deduction for
hal f of those taxes. W have held that those gross receipts are
not included in M. Sada’s incone. Consequently, he is not
subj ect to self-enploynent taxes on the gross receipts reported
on the Schedules C for the years at issue.

[, Medi cal Expenses

Respondent disallowed petitioners deduction for nedical
expenses of $8,688 clained on Schedule A of their 2006 return.
Section 213(a) allows a deduction for expenses paid during the
taxabl e year for nedical care that are not conpensated for by
i nsurance or otherwise and to the extent that such expenses
exceed 7.5 percent of adjusted gross incone. For 2006
petitioners reported total nedical expenses of $17,083 and
adj usted gross inconme of $111,936. Their adjusted gross incomne
for 2006 is increased by $73,503 to $185,439 for the disall owed
net | oss clainmed on Schedule C for that year. Consequently, if

petitioners had substantiated the anmount of nedical expenses they
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paid in 2006, they could have deducted only nedical expenses in
excess of $13, 908.

At trial M. Sada produced receipts and statenents regarding
medi cal services provided to himand his famly during the years
at issue. He provided explanations of benefits from Miutual of
Omha for 2004 and nost of 2005 and from American Adm nistrative
Goup for the end of 2005 and all of 2006. The expl anations of
benefits indicate that the nmedical insurance was provided through
Ms. Sada’s enploynent. The Miutual of QOmaha expl anati ons of
benefits show that Ms. Sada and the rest of the Sada famly were
al so covered by anot her insurance carrier and show t he anmount of
the claimpaid by coinsurance. The explanations of benefits from
Anmerican Adm nistrative Goup did not show the anount paid by
coi nsurance. M. Sada did not provide the Court with the other
carrier’s explanation of benefits.

O the two dozen receipts for 2006, all but two were for $45
or less. One receipt was for $269. A receipt dated March 28,
2006, from a surgeon indicates that Ms. Sada paid a $500 cash
deposit for surgery on March 31, 2006. Her insurance conpany’s
expl anation of benefits shows a claimtotaling $8, 450 for
services provided by that surgeon to Ms. Sada on March 31, 2006
The expl anation states that the claimwas being deni ed because it

was filed late. Petitioners did not provide an explanation of
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benefits fromthe coinsurance or a statement of Ms. Sada’s
account fromthe surgeon.

Al t hough M. Sada produced the receipt for the cash deposit
for the surgery, as well as receipts for smaller anpunts that he
or Ms. Sada paid in cash for nedical services on other dates, he
did not provide a receipt fromthe surgeon or a cancel ed check
showi ng that petitioners had in fact paid any or all of the
$8,450. He did not provide any evidence of cash w thdrawal s used
to pay the bill, and the bank records M. Sada produced did not
show any cash withdrawal s | arge enough to pay the bill.

Accordingly, we hold that petitioners have failed to
substantiate that they paid nedical expenses in excess of 7.5
percent of their adjusted gross incone for 2006.

V. Accuracy-Rel ated Penalties

Initially, the Conm ssioner has the burden of production
with respect to any penalty, addition to tax, or additional
anount. Sec. 7491(c). The Conm ssioner satisfies this burden of
production by com ng forward with sufficient evidence that
indicates it is appropriate to inpose the penalty. See Higbee v.

Conmm ssioner, 116 T.C 438, 446 (2001). Once the Comm ssi oner

satisfies this burden of production, the taxpayer nust persuade
the Court that the Comm ssioner’s determnation is in error by

suppl ying sufficient evidence of an exception. 1d.
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Respondent determ ned an accuracy-rel ated penalty agai nst
petitioners under section 6662(a) for each of the years at issue.
Section 6662(a) and (b)(1) inposes a penalty in an anpunt equal
to 20 percent of the portion of the underpaynent attributable to
negl i gence or disregard of rules or regulations. “Negligence”
includes any failure by the taxpayer to nake a reasonabl e attenpt
to conmply with the provisions of the Internal Revenue Code, to
keep adequate books and records, or to substantiate itens
properly. See 6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs.
The term “di sregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c). D sregard of rules or
regul ations is careless if the taxpayer does not exercise
reasonable diligence to determ ne the correctness of a return
position that is contrary to the rule or regulation. Sec.

1. 6662-3(b)(2), Incone Tax Regs. A taxpayer is not liable for
the penalty if he shows that he had reasonabl e cause for the
under paynent and that he acted in good faith. Sec. 6664(c).

Respondent has established that there is an under paynment of
tax for each of the years at issue attributable to
unsubstantiated item zed deductions clai ned on Schedul es A and
net | osses clainmed on Schedules C for M. Sada’s purchases and
sales of vehicles that petitioners used solely for personal
purposes. Petitioners failed to maintain and produce adequate

records to substantiate the deductions they clainmed on the
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Schedules A and C. The records they produced were inconplete and
thus msleading. The lawis clear that deductions for vehicles
used solely for personal purposes are not allowed. Accordingly,
respondent has nmet the burden of production with respect to the
accuracy-rel ated penalty for each year at issue.

Section 6664(c) provides that the section 6662(a) penalty
shall not apply to any portion of an underpaynent if it is shown
that there was reasonabl e cause for such portion and the taxpayer
acted in good faith. Wether a taxpayer acted with reasonabl e
cause and in good faith is determ ned on a case-by-case basis,
taking into account all relevant facts and circunstances,

i ncludi ng the taxpayer’s experience, know edge, and educati on.
Sec. 1.6664-4(b)(1), Incone Tax Regs. Cenerally, the nost
inportant fact is the taxpayer’s effort to assess the proper
liability. Id.

Rel i ance on a tax professional may denonstrate that the
t axpayer had reasonabl e cause and acted in good faith where the
t axpayer establishes that: (1) The advi ser was a conpetent
professional with sufficient expertise to justify the taxpayer’s
reliance, (2) the taxpayer provided the adviser with necessary
and accurate information, and (3) the taxpayer actually relied in

good faith on the adviser’s judgnent. 3K Inv. Partners v.

Comm ssioner, 133 T.C. 112, 117 (2009); Ded eene v. Conm Ssioner,
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115 T.C. 457, 477 (2000); Sklar, G eenstein & Scheer, P.C v.

Comm ssioner, 113 T.C 135, 144-145 (1999).

Petitioners have not established that their reliance on
their return preparer was reasonable or in good faith. First,
petitioners presented no evidence with respect to their return
preparer’s experience or qualifications. Petitioners’ return
preparer attended the trial but did not testify. M. Sada stated
that the return preparer was neither an accountant nor an
enroll ed agent. Second, petitioners did not establish that they
provi ded necessary and accurate information to the return
preparer, particularly regarding the purchases and sales of the
vehicles. Petitioners presented no evidence regarding what, if
anything, M. Sada discussed with the return preparer. Finally,
petitioners did not establish that they actually relied in good
faith on the return preparer’s judgnent. M. Sada hired him
because he “canme highly recommended”. M. Sada initially
testified that his return preparer had been recomended to hi m by
“nore than a thousand people” but |ater reduced the nunber to “a
coupl e dozen people”. However, M. Sada knew nothing of the
preparer’s qualifications except that “he has a license to be in
busi ness as a tax preparer” and “has prepared thousands of incone
tax returns for people.” M. Sada did not investigate whether
his return preparer was a certified public accountant. M. Sada

did not establish that his return preparer was a conpetent
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professional with sufficient expertise to justify his reliance on
hi m

Petitioners did not seek professional advice froman
accountant or an attorney. They have not shown that they acted
w th reasonabl e cause or nmade a good faith effort to properly
report their taxes for the years at issue.

Accordingly, we hold that petitioners are |iable for the
accuracy-rel ated penalties under section 6662(a) for 2004, 2005,
and 2006.

We have considered all argunents nade, and, to the extent
not nentioned, we conclude they are noot, irrelevant or wthout
merit.

To reflect the foregoing, and the concessions of the

parties,

Deci sion will be entered

under Rul e 155.




