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MVEMORANDUM OPI NI ON

CARLUZZO, Special Trial Judge: 1In a notice of deficiency

dated March 19, 2008, respondent determ ned deficiencies and
penalties with respect to petitioner’s Federal incone taxes as

foll ows:



Penal ty
Year Defi ci ency Sec. 6662(a)
2005 $9, 904 $1, 980. 80
2006 15, 779 3, 155. 80

Fol | owi ng concessions the issues for decision are: (1)
Whet her petitioner is entitled to trade or business expense
deductions in excess of the amobunts now al |l owed by respondent;
(2) whether for 2006 petitioner overstated the amount shown for
returns and all owances on the Schedule C, Profit or Loss From
Busi ness, included with her Federal incone tax return for that
year; (3) whether petitioner is entitled to deductions for
i nterest expenses not clainmed on her 2005 or 2006 Federal incone
tax return; and (4) whether petitioner is liable for the section
6662' accuracy-related penalty for either of the years in issue.

Backgr ound

Sone of the facts have been stipulated and are so found. At
the tinme the petition was filed, petitioner resided in Florida.
During the years in issue petitioner, who holds an
associ ate’s degree in accounting, owned and operated a business
t hat provi ded accounting services, including tax return

preparation services (petitioner’s accounting business). At al

Unl ess ot herwi se indicated, section references are to the
| nternal Revenue Code of 1986, as anended, in effect for the
rel evant period. Rule references are to the Tax Court Rul es of
Practice and Procedure.
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tinmes relevant, petitioner’s accounting business was conducted in
a building in Mam, Florida, that petitioner purchased for
$130, 000 in 1996 (the business property). The purchase was
financed by a $70,000 |oan fromthe sellers, Marion and Robert
Dodson (the Dodson | oan) and a $47,000 |oan fromAllen and Jill
G eenwald (the G eenwald | oan). Both | oans were secured by
nort gages on the business property. |In 1998 petitioner borrowed
$47,000 from Barnett Bank; that | oan was al so secured by a
nort gage on the business property. As of the end of 2003 the
Greenwal d | oan was apparently repaid in full and the nortgage
securing that |oan released. |In February 2004 the Dodson | oan
was satisfied and presumably the nortgage securing that | oan was
rel eased. |In May 2004 petitioner borrowed $121,200 fromAllied
Mortgage Investnment Fund 11, L.L.C (the Allied loan). The
Allied | oan was secured with a nortgage on the business property.
During 2005 and 2006 petitioner paid interest on the | oans
secured by the business property in the respective anounts of
$22,667 and $23,846. No deductions for these anbunts, or any
portions of these anmounts, are claimed on petitioner’s tinely
filed 2005 or 2006 Federal incone tax returns.

Petitioner’s Federal inconme tax return for each year in
i ssue includes a Schedule C showing the follow ng i nconme and

expenses relating to petitioner’s accounting busi ness:



2005 2006
| ncone:
G oss receipts $43, 000 $61, 000
Returns and al | owances - 0- 2,500
Gross i ncone 43, 000 58, 500
Expenses:

Adverti sing $1, 200 $1, 700
Car and truck - 0- 11, 125
| nsur ance 2,500 3, 200
Legal and prof essi onal

services 3, 500 2,500
Ofice - 0- 4,200
Rent or | ease of other

busi ness property 6, 000 7,200
Rent or | ease of vehicle,

machi nery, and equi pnent - 0- 1, 900
Repai rs and mai nt enance 9, 045 4,500
Suppl i es 1, 500 - 0-
Taxes and |icenses 525 750
Tr avel 2,610 - 0-
Meal s and entertai nment 783 1, 850
Uilities 2, 600 -0-
O her 4,800 5, 200

Tot al 35, 063 44,125

Net profit 7,937 14, 375

In the notice of deficiency respondent disallowed, for |ack
of substantiation, all of the deductions clained on the Schedul es
C for each year? and the amount clained for returns and
al | onances on petitioner’s 2006 Schedule C. For each year
respondent al so i nposed a section 6662(a) accuracy-related

penal ty on several grounds, including “negligence or disregard of

2Petitioner’s 2005 Schedul e C reported ot her expenses of
$4, 800 conprising $1, 200 and $3,600 for conmputer and tel ephone
expenses, respectively. For 2006 petitioner clained other
expenses of $5,200 conprising conputer and tel ephone expenses.
However, the record does not establish what portion of the
cl ai med other expenses is attributable to conputer expenses and
what portion is attributable to tel ephone expenses.
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rul es or regulations” and “substantial understatenent of incone

tax”.

Di scussi on

As we have observed in countless opinions, deductions are a
matter of |egislative grace, and the taxpayer bears the burden of
proof to establish entitlement to any claimed deduction.® Rule

142(a); I NDOPCO, Inc. v. Conmm ssioner, 503 U.S. 79, 84 (1992);

New Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934).

This burden requires the taxpayer to substantiate deductions

cl ai mred by keepi ng and produci ng adequate records that enable the
Comm ssioner to determ ne the taxpayer’s correct tax liability.

Sec. 6001; Hradesky v. Conm ssioner, 65 T.C. 87, 90 (1975), affd.

per curiam 540 F.2d 821 (5th Gr. 1976); Meneguzzo V.

Commi ssioner, 43 T.C 824, 831-832 (1965). A taxpayer claimng a

deduction on a Federal inconme tax return nust denonstrate that
t he deduction is allowable pursuant to sone statutory provision
and nust further substantiate that the expense to which the
deduction rel ates has been paid or incurred. See sec. 6001;

Hr adesky v. Commi ssioner, supra at 90; sec. 1.6001-1(a), Incone

Tax Regs. In the event that a taxpayer establishes that a
deducti bl e expense has been paid but is unable to substantiate

the precise anount, we generally may estinate the anmount of the

3Petitioner does not claimthat the provisions of sec.
7491(a) are applicable, and we proceed as though they are not.
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deducti bl e expense, bearing heavily agai nst the taxpayer whose
i nexactitude in substantiating the anmount of the expense is of

t he taxpayer’s own making. Cohan v. Comm ssioner, 39 F.2d 540,

543-544 (2d Gr. 1930). W cannot estimate a deducti bl e expense,
however, unless the taxpayer presents evidence sufficient to
provi de sone basis upon which an estinmate nmay be nade. Vanicek

v. Conmm ssioner, 85 T.C. 731, 743 (1985).

Section 274(d) inposes strict substantiation requirenents
for travel, entertainnment, gift, and “listed property” expenses.

Sanford v. Conm ssioner, 50 T.C. 823, 827 (1968), affd. per

curiam412 F.2d 201 (2d Gr. 1969); sec. 1.274-5T(a), Tenporary

I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985). Under
section 274(d), the taxpayer generally nust substantiate either
by adequate records or by sufficient evidence corroborating the
taxpayer’s own statenent: (1) The anmount of the expense; (2) the
time and place the expense was incurred; (3) the business purpose
of the expense; and (4) in the case of an entertai nment or gift
expense, the business relationship to the taxpayer of each
expense incurred. For “listed property” expenses, the taxpayer
nmust establish the anmpbunt of business use and the anount of total
use for such property. See sec. 1.274-5T(b)(6)(i)(B), Tenporary

I ncone Tax Regs., 50 Fed. Reg. 46016 (Nov. 6, 1985).
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Substanti ation by adequate records requires the taxpayer to
mai nt ai n an account book, a diary, a log, a statenent of expense,
trip sheets, or a simlar record prepared contenporaneously wth
t he expenditure and docunentary evidence (e.g., receipts or
bills) of certain expenditures. Sec. 1.274-5(c)(2)(iii), Income
Tax Regs.; sec. 1.274-5T(c)(2), Tenporary |Inconme Tax Regs., 50
Fed. Reg. 46017 (Nov. 6, 1985). Substantiation by other
sufficient evidence requires the production of corroborative
evi dence in support of the taxpayer’s statenent specifically
detailing the required elenents. Sec. 1.274-5T(c)(3), Tenporary
I ncone Tax Regs., 50 Fed. Reg. 46020 (Nov. 6, 1985).

|. Schedul e C Expenses

Section 162 generally allows a deduction for ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business. The determ nation of whether
an expenditure satisfies the requirenents for deductibility under

section 162 is a question of fact. See Conm Ssioner V.

Hei ni nger, 320 U. S. 467, 475 (1943). 1In general, an expense is
ordinary if it is considered normal, usual, or customary in the
context of the particul ar business out of which it arose. See

Deputy v. du Pont, 308 U. S. 488, 495 (1940). 1In general, an

expense is necessary if it is appropriate and hel pful to the

operation of the taxpayer’s trade or business. See Comnm ssioner

v. Tellier, 383 U S. 687 (1966); Carbine v. Conm ssioner, 83 T.C
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356, 363 (1984), affd. 777 F.2d 662 (11th Cr. 1985). On the
ot her hand, section 262(a) generally disallows a deduction for
personal, living, or famly expenses.

The di sal |l owed trade or business expense deductions here in
di spute can be divided into two categories: (1) Those that are
subject to the strict substantiation requirenments of section
274(d); and (2) those that are subject to the nore general
substantiation requirenents of section 6001.

As rel evant here, the deductions subject to the section
274(d) requirenents include car and truck expenses, travel
expenses, neals and entertai nnent expenses, and conputer
expenses. Secs. 274(d), 280F(d)(4). Deductions not subject to
section 274(d) include expenses for advertising; |egal and
prof essi onal services; rent or |ease of other business property;
rent or |ease of vehicle, machinery, and equi pnent; repairs and
mai nt enance; supplies; taxes and licenses; utilities; contract
| abor; and tel ephone.

A. Deducti ons Subject to Section 274(d)

Petitioner failed to present any records, receipts, or other
written substantiation required by section 274(d) with respect to
deductions clained for car and truck expenses, travel expenses,
meal s and entertai nment expenses, and conputer expenses.

Consequently, petitioner is not entitled to deductions for those
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expenses in excess of the anounts allowed by respondent for
ei ther year in issue.

B. Deducti ons Not Subject to Section 274(d)

In addition to her generalized and sonewhat vague testinony
as to deductions in this category, petitioner presented cancel ed
checks, bank account statenents, receipts, and invoices
purporting to substantiate various itens clained as business
expense deductions. These records are not well organized and
have not been submtted to the Court in a fashion that allows for
easy association with the portions of deductions that remain in
di spute. Furthernore, sone of the checks are nade payable to
persons whose rel ationships, if any, to petitioner’s accounting
busi ness have not been fully described. Nevertheless, we nake
what sense we can with what we have to work with and summari ze
our findings in the follow ng paragraphs.

1. Advertising

Petitioner clainms a $1, 700 deduction for advertising
expenses for 2006.% 1In the notice of deficiency respondent
di sal |l oned the deduction for |ack of substantiation. Petitioner
submitted an invoice from Game Day Advantage for $309.95 and
testified that she paid the invoice with a credit card. Al though

paynments made by credit card should be easily substantiated by

“ln the stipulation of settled issues respondent conceded
that petitioner is entitled to a deduction for advertising
expenses of $3,386 and $1, 369.99 for 2005 and 2006, respectively.
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obtaining records fromthe credit card conpany, petitioner has
failed to submt a credit card receipt or statenment evidencing
paynment of the anount clainmed. Accordingly, except for the
anount s now conceded, respondent’s disallowances of petitioner’s
deductions for advertising expenses are sustai ned.

2. Legal and Prof essi onal Services

Petitioner clains deductions for |egal and professional
servi ces expenses of $3,500 and $2,500 for 2005 and 2006,
respectively. In the notice of deficiency respondent disallowed
the entire anmount clainmed for each year because, according to
respondent, petitioner failed to show that the |egal and
pr of essi onal services expenses were paid for a business purpose.

Petitioner testified that she incurred and paid the anounts
clainmed for each year to an attorney for “legal representation
for different |egal issues”. According to petitioner, in one
i nstance she hired an attorney to represent her in connection
with the rental of “a large piece of land with a nobile on it to
use as a second office.” Petitioner provided no witten
evi dence, such as a retainer letter or representation agreenent,
establishing that petitioner incurred | egal expenses for a
busi ness purpose. Accordingly, petitioner has failed to
substantiate that these clained | egal expenses had a bona fide
busi ness purpose or that the services were related to her

accounting business, rather than to her personally. See sec.
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262. Consequently, respondent’s disall owances of the deductions
for I egal and professional services expenses for both years in

I Sssue are sust ai ned.

3. Rent or Lease of O her Business Property

Petitioner clains deductions for rent or |ease of other
busi ness property expenses of $6,000 and $7,200 for 2005 and
2006, respectively. The deductions were disallowed for |ack of
substantiati on. Respondent now concedes that petitioner is
entitled to a $606 deduction for this expense for 2005.
According to petitioner, the disallowed deductions are
attributable to a | ease of phone equi pnent for use in her
accounting business. Oher than her testinony on the point,
petitioner failed to provide any corroborative evidence of this
expense. It would seemthat anounts paid for the | ease of phone
equi pnent woul d be easily substantiated by cancel ed checks or
statenents fromthe | easing conpany. No such evidence has been
subm tted. Consequently, except for the anmount conceded by
respondent, we sustain respondent’s disallowances of the
deductions for rent or |ease of other business property expenses
cl ai med on her 2005 and 2006 returns.

4. Rent or Lease of Vehicle, Muchinery,
and Equi pnent

Petitioner clains a deduction for “rent or |ease of vehicle,
machi nery, and equi pnent” expenses of $1,900 for 2006. According

to petitioner, this expense is attributable to tool rental, but
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she did not provide any further detail or any corroborating
evidence with respect to the underlying expense. Although |ess
than certain, at trial it appeared that petitioner conceded this
deduction. Nonetheless, her failure to substantiate the expense
makes any such concession, if made, of little consequence. For
ei ther reason, respondent’s disall owance of the deduction for
rent or |ease of vehicle, machinery, and equi pnent expenses

cl ai med on her 2006 return is sustained.

5. Repai rs and Mii nt enance

Petitioner clains deductions of $9,045 and $4,500 for 2005
and 2006, respectively, for repairs and nmi nt enance expenses.?®
According to petitioner, these expenses are attributable to
“m scel |l aneous repairs that had to be done” to the business
property, including carpet installation, painting, installation
of a sign, and |l ock mai ntenance. |In the notice of deficiency,
respondent disallowed the deductions for |ack of substantiation.

Wth respect to the deduction for 2005, petitioner
submtted: (1) A contract wth Sanuel Kenp regarding a storage
shed on the business property along with a cancel ed check to him
for $1,000; (2) a canceled check to Kertz National Al arm Co. for
$164.98; (3) a canceled check to AAA Mam Locksmth for $149. 80;

(4) a receipt fromJP Signs indicating that petitioner paid $815;

°I'n the stipulation of settled issues respondent concedes
that petitioner is entitled to a deduction for repairs and
mai nt enance expenses of $229.88 for 2005.
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and (5) a proposal fromAl|l Around Mi ntenance to perform
mai nt enance work at the business property. Taking the above
itenms into account, and ignoring the proposal fromAl | Around
Mai nt enance because it is nothing nore than a proposal, we find
that in addition to the anmount already all owed by respondent,
petitioner is entitled to a $2,129. 78 deduction for repairs and
mai nt enance expenses for 2005.

Because petitioner has failed to substantiate any expenses
for repairs and mai ntenance for 2006, respondent’s disall owance
of that deduction for that year is sustained.

6. Supplies

For 2005 petitioner clainmed a $1,500 deduction for supplies
expenses. Petitioner testified that this expense is attributable
to the purchase of furniture, two desks and two chairs, and
suppl i es purchased at Honme Depot. Respondent disallowed the
deduction for failure to substantiate the expenses cl ai ned.®

For 2005 petitioner submtted receipts from Home Depot
showi ng itens, purchased for $801.83, which, according to
petitioner, were used in connection with the maintenance of the
busi ness property.

Accordingly, for 2005 we find that, in addition to the

anount conceded by respondent, petitioner is entitled to an

®Respondent now concedes that petitioner is entitled to
deductions for supplies expenses of $314.74 and $128.27 for 2005
and 2006, respectively.
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$801. 83 deduction for supplies expenses, and that for 2006,
petitioner’s deduction for supplies expenses is limted to the
anount conceded by respondent.

7. Taxes and Licenses

Petitioner clains deductions for taxes and |icenses expenses
of $525 and $750 for 2005 and 2006, respectively. For 2005
respondent now concedes that petitioner is entitled to a $480. 05
deduction for taxes and |licenses expenses. Petitioner offered no
evi dence to support entitlenent to the deduction in an anount in
excess of that allowed by respondent for 2005 and no evi dence at
all with respect to 2006. Except for the anpbunt conceded by
respondent, respondent’s disallowances of the deductions are
sust ai ned.

8. Uilities

Petitioner clains a deduction for utilities expenses of
$2,600 for 2005.7 1In the notice of deficiency respondent
di sal | oned the deduction for |ack of substantiation. Petitioner
failed to substantiate any anmounts in excess of the anbunts
respondent now concedes but contends that the unsubstanti ated
portion is attributable to | ate paynents made in cash to the
wat er conpany. Paynents made, even if nmade in cash, to a utility

conpany shoul d be easily substantiated by obtaining records from

I'n the stipulation of settled issues respondent concedes
that petitioner is entitled to a deduction for utilities expenses
of $2,156.51 and $2,383. 05 for 2005 and 2006, respectively.
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the utility conmpany. This petitioner has failed to do.

Accordi ngly, we sustain respondent’s disall owance of petitioner’s
deductions for utilities expenses in excess of the anbunts now
conceded by respondent.

9. Oher Expenses

Petitioner clains deductions for other expenses (conprising
conput er and tel ephone fees) of $4,800 and $5, 200 for 2005 and
2006, respectively.® Petitioner failed to substantiate any
anount in excess of the anpunt respondent now concedes.
Accordingly, we sustain respondent’s disallowances of
petitioner’s deductions for other expenses in excess of the
anount s respondent now concedes.

1. Ret urns and Al | owances

The gross i ncone shown on the Schedule C included with
petitioner’s 2006 return takes into account “returns and
al | owances” of $2,500. According to petitioner, that amunt is
attributable to refunds to clients of her accounting business
who switched froma nore expensive service to a | ess expensive
service. Respondent disallowed the itemfor failure to
substantiate the anmobunt. Respondent now concedes that petitioner

is entitled to reduce gross incone by $375 for returns and

8Respondent now concedes that petitioner is entitled to
deductions for other expenses of $3,751 and $10, 847.36 for 2005
and 2006, respectively. As part of the concession for other
expenses in 2006 respondent included a $3,271 concession for
contract | abor expenses.
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al l omances. According to petitioner, all of the refunds were
made by check. Petitioner did not provide cancel ed checks or
of fer any other evidence to corroborate her claim Except for
t he anbunt now conceded by respondent, respondent’s disall owance
of the ampbunt shown for returns and all owances on the Schedule C
included with petitioner’s 2006 return i s sustained.

[, | nt erest Expense Deducti on

The parties dispute whether petitioner is entitled to
i nterest expense deductions of $22,667 and $23,846 for 2005 and
2006, respectively. The amount for each year represents interest
paid on | oans secured by the business property. Respondent
agrees that petitioner paid the interest for each year but
contends that petitioner has not shown that the anounts paid were
for a business purpose.

In general, section 163(h) provides that no deduction shal
be all owed for personal interest paid or accrued during the
taxabl e year. As relevant here, section 163(h)(2) defines
personal interest to nmean “any interest allowable as a deduction”
other than interest on trade or business indebtedness.

As best we can determ ne frompetitioner’s presentation, she
takes the position that because the interest was paid on |oans
secured by the business property, the interest should be
deductible as interest on trade or business indebtedness. The

use of the business property as collateral for the | oans,
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however, tells us nothing about how the proceeds fromthe two

| oans were used. Because petitioner has not shown that proceeds
of the | oans were used for business purposes, the interest she
paid in 2005 or 2006 on those loans is treated as personal
interest. It follows that petitioner is not entitled to a
deduction for 2005 or 2006 for interest paid on the | oans. See
sec. 1.163-8T(c)(1), Tenporary Incone Tax Regs., 52 Fed. Reg.
25000 (July 2, 1987).

V. The Accuracy-Rel ated Penalties

Lastly, we consider whether petitioner is |iable for section
6662(a) accuracy-rel ated penalties. For each year in issue,
respondent has determ ned that the penalty is applicable because,
anong ot her reasons, the underpaynent of tax required to be shown
on petitioner’s return is a substantial understatenent of incone
t ax.

Section 6662(a) and (b)(2) inposes a 20-percent
accuracy-rel ated penalty on the portion of an underpaynent that
is attributable to a substantial understatenent of incone tax.

An under statenent of inconme tax is the excess of the anmount of
incone tax required to be shown on the return for the taxable
year over the anount of inconme tax that is shown on the
return, reduced by any rebate. See sec. 6662(d)(2)(A). An
understatenent is substantial if it exceeds the greater of 10

percent of the tax required to be shown on the return for the
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t axabl e year or, in the case of an individual, $5,000. See sec.
6662(d) (1) (A).

The Comm ssioner bears the burden of production with respect
to the applicability of an accuracy-related penalty determ ned in
a notice of deficiency. See sec. 7491(c). |In order to neet the
burden of production under section 7491(c), the Comm ssioner need
only make a prima facie case that inposition of the penalty or

addition to tax is appropriate. Higbee v. Conmm ssioner, 116 T.C.

438, 446 (2001). Once he has net his burden, the burden is upon
the taxpayer to prove that the accuracy-rel ated penalty does not
apply because of reasonabl e cause, substantial authority, or the

like. See secs. 6662(d)(2)(B), 6664(c); Higbee v. Conmm ssioner,

supra at 449. It would appear that after taking into account
respondent’ s concessions and the findings of the Court, the
under statenment of inconme tax for both 2005 and 2006 w || exceed
$5, 000. Consequently, respondent has met his burden for the
i nposition of an accuracy-rel ated penalty for each year.

An accuracy-related penalty is not inposed on any portion of
t he under paynment as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1l). Section 1.6664-
4(b) (1), Inconme Tax Regs., incorporates a facts and circunstances
test to determ ne whether the taxpayer acted with reasonabl e
cause and in good faith. The nost inportant factor is the extent

of the taxpayer’s effort to assess his proper tax liability. 1d.
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Petitioner has failed to explain her failure to substantiate
t he di sall owed Schedul e C deductions. She further failed to
denonstrate that there was reasonabl e cause and that she acted in
good faith wth respect to the underpaynent of tax, or any
portion of it, required to be shown on her return for either year
in issue. Accordingly, respondent’s inposition of an accuracy-
related penalty for each year in issue is sustained.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




