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JACOBS, 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
this opinion shall not be treated as precedent for any other

case. Unl ess otherwi se indicated, all section references are to
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the Internal Revenue Code in effect for 2007, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
Respondent determ ned a deficiency of $4,757 in petitioners’

2007 Federal incone tax and a section 6662(a) accuracy-related

penalty of $951.40. The issues for decision are: (1) Whether

respondent’ s di sal | owance of deductions for various alleged

busi ness expenses should be sustained, and if so (2) whether

petitioners are |liable for the section 6662(a) accuracy-rel ated

penal ty.

Backgr ound

Sonme of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and the acconpanying exhibits. At the tinme they filed
their petition, petitioners resided in northern California.

| . Petitioners’' Business

Petitioners, husband and wife, emgrated to the United
States fromChina in the early 1990s. Jian Dong Sun (M. Sun)
graduated from nmedi cal school in China and practiced nedicine
there as a surgeon for 15 years.

During 2007 M. Sun was enployed part tinme as a dialysis
technician at Satellite Dialysis Center. He began working there
in 1994. He also worked part tinme in 2007 at El Cam no Hospital.
During 2007 M ng Yan Shen (Ms. Shen) worked for Stanford

University Medical School as well as Kaiser Permanente.
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Through his enploynment as a dialysis technician, M. Sun
becanme aware of a nunber of shortcom ngs in both the equi pnent
and techni ques used in kidney dialysis. M. Sun devised four
i nventions.

The first of the inventions, a “Roller bed surface”, was a
“medi cal bed” designed to reduce the likelihood of the patients
devel opi ng bedsores as well as to enable the user to nove easily
fromthe bed to a wheel chair and back again. In 2003 M. Sun
attenpted to patent this device, but his application was denied
because (1) a simlar device already existed and (2) his patent
application was not in the proper form

M. Sun’s second invention was an “Energency D sengagenent
Devi ce for Patients Undergoi ng Henodi al ysis” or a “cut-and-run”
device. This device permtted the user to quickly and safely
di sconnect hinself/herself fromthe dialysis machine in case of
energency. On June 24, 2006, M. Sun submtted a patent
application for this device. On April 23, 2009, the patent
office rejected M. Sun’s application request, again on the
grounds that his patent subm ssion was not in proper form and
anot her party had previously patented a simlar device. 1In the
rejection letter the patent office noted M. Sun's |ack of
famliarity with patent application procedures and remarked
that he should seek the services of a registered patent attorney.

M. Sun’s third invention was an “Apparatus to Assist with

D sconnecting Dial ysate Tubing”. This device was designed to
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ease the connecting and di sconnecting of the dialysis tubes. The
patent office rejected this patent application.

M. Sun’s fourth invention involved a “Baggage claim
assi stance device” designed to assist individuals in wheelchairs
in renoving their luggage fromairport |uggage carousels. This
device currently is in the devel opnent stage.

M  Sun organi zed Sun Pioneer in 2001 to further his interest
i n devel opi ng devices that could be used in kidney dialysis. M.
Shen worked part tinme for Sun Pioneer, often acting as M. Sun’s
interpreter or speaking with others on his behal f.

M. Sun obtained a business |icense for Sun Pioneer. He
opened a checking account for the conpany and applied for an
enpl oyer identification nunber fromthe Internal Revenue Service.
However, because of his |ack of know edge of bringing products to
mar ket and his | ack of know edge of good business practices, M.
Sun did not initially devel op a business plan or keep adequate
busi ness records.

To inprove his entrepreneurial skills, M. Sun attended
cl asses taught by the Small Busi ness Adm nistration and the
Silicon Valley Small Business Devel opnment Center. He read
literature and sought the assistance of Adrian Pel kus, the
presi dent of A Squared Technologies, Inc., with respect to
obtaining a U S. patent for his nedical inventions.

Additionally, M. Sun sought advice with respect to certain
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techni cal aspects of his nmedical device inventions from Nengl
Zhang of NASA and Dr. Cndy Xin Huang of Tufts Medical Center.

M. Sun sought |egal advice froman unnanmed U S. patent
attorney. He did not engage the services of that attorney for
econom ¢ reasons. M. Sun did, however, engage the services of
an attorney to obtain a patent in China.?

In connection with each of his inventions, M. Sun drafted
di agrans and explanatory notes (all in Chinese) with regard to
t he device’'s design, construction, and functionality. Wth
regard to several of his inventions, M. Sun had prototypes built
in China, and he partnered with an undi scl osed individual to
facilitate arrangenents with Chinese contract manufacturers. M.
Sun’s relationships with his Chinese partner and contract
manuf acturers were informal; there were no witten contracts.

M. Sun conducted market research for each of his
i nventions. He approached nedi cal equi pnent distributors, such
as Baxter Healthcare, D alysis Parts and Supplies, and DaVita,
Inc., as well as potential consunmers (doctors and hospitals), to
di scuss their interest in his inventions. In 2010 M. Sun
stopped working as a dialysis technician in order to focus
exclusively on his inventive interests.

M. Sun’s inventive activities have not as yet generated

gross receipts. Petitioners reported |osses, all of which relate

The Chinese patent was obtained in M. Sun's brother’s
name.
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to M. Sun’s inventive activities, on Schedule C, Profit or Loss

From Busi ness, of their Federal income tax returns as foll ows:

Year Net Loss
2002 $14, 724
2003 18, 992
2004 14, 490
2005 14, 791
2006 13, 372
2007 16, 518
2008 11, 395

Petitioners reported wage and salary incone as foll ows:

Year Wages

2002 $113, 468
2003 123, 970
2004 140, 773
2005 125, 536
2006 141, 453
2007 152, 225
2008 127,138

Petitioners reported gross receipts, all of which were from
M. Sun’s consulting activities, on Schedules C of their Federal

inconme tax returns as foll ows:

Year G oss Receipts
2002 -0-

2003 -0-

2004 -0-

2005 -0-

2006 $3, 600
2007 2,400
2008 7,500

At the conclusion of trial, the Court remarked that on the
totality of the evidence and after observing M. Sun’s deneanor

while he was testifying, the Court was satisfied that he had an
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honest intent to earn a profit fromhis inventive activities.

The Court found as a fact that during 2007 M. Sun engaged in his
inventive activities primarily for profit.

1. Petitioners’' Expenses

During 2007 petitioners deducted nunerous expenses which
allegedly related to M. Sun’s inventive activities. On

Schedul e C, petitioners nmade the foll ow ng expense cl ai ns:

Schedul e C Expense Anpunt
Aut onobi | e $3, 396
Section 179 property 323
Legal & professional services 4,075
Ofice 100
Rent or | ease of vehicles, 60
machi nery, & equi pnent
Suppl i es 511
Taxes & |icenses 150
Tr avel 7,208
Meal s & entertai nnent 1, 324
Uilities 1, 367
O her 404

Petitioners attached a Form 8829, Expenses for Business Use
of Your Home, to their 2007 Federal inconme tax return. On Form
8829, petitioners clainmed utility expenses of $552. However, on
line 35, “Allowable expenses for business use of your hone”,
petitioners reported zero wth respect to expenses for the
busi ness use of their hone.

During 2007 Ms. Shen and M. Sun separately traveled to
China. M. Shen visited China from March 4 to March 29, 2007

M. Sun visited China fromApril 23 to May 23, 2007. Wile in
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China, M. Sun met wth his partner and several contract

manuf acturers. He also visited friends and famly nenbers. The
record does not reveal the business purpose for Ms. Shen's visit.
M. Sun candidly admtted that Ms. Shen nost likely visited
friends and famly nenbers during her trip to China.?

Petitioners took a 7-day cruise to Hawaii in July 2007. The
record does not reveal the business purpose for the cruise.
Petitioners also twice traveled to Los Angel es and San Di ego
(southern California) in 2007. Again, the record does not reveal
t he busi ness purpose of the trips. W note, however, that
petitioners’ daughter lived in San Diego.?

At trial respondent’s counsel conceded that petitioners
expended the dollar anmpbunts clainmed with respect to the deducted
expenses. However, respondent’s counsel stated that respondent
did not concede that the anpbunts petitioners expended and
deducted were for ordinary and necessary busi ness expenses.

Respondent di sal |l owed petitioners’ expense deductions on two
alternative theories. First, respondent avers that M. Sun was
not engaged in a “for profit activity” wth respect to his
i nventive work and therefore he could not deduct his expenses

pursuant to the provisions of section 183(a). Alternatively,

2Ms. Shen did not testify.

3In their posttrial brief petitioners concede the anobunt
($3,179.92) for their Hawaiian cruise and two trips to southern
California is not deductible.
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respondent maintains that petitioners failed to establish that
t he deducted expenses were “ordi nary and necessary” busi ness
expenses within the purview of section 162(a).

On the basis of our finding that M. Sun was engaged in an
activity for profit, see supra p. 7, the only basis on which
respondent’s deficiency determ nation can be sustained is that
petitioners’ expenses were not ordinary and necessary busi ness
expenses.

Di scussi on

Petitioners’ Business Expense Deducti ons

Section 162(a) allows a deduction for ordinary and necessary
busi ness expenses paid or incurred during the taxable year in
carrying on a trade or business. For an expense to be “ordinary”
the transaction that gives rise to it nust be of a comon or
frequent occurrence in the type of business involved. Deputy v.
du Pont, 308 U.S. 488, 495 (1940). To be “necessary” an expense
must be “appropriate and hel pful” to the taxpayer’s business.

Welch v. Helvering, 290 U.S. 111, 113-114 (1933).

It is well established that deductions are a matter of
| egi sl ative grace and that taxpayers bear the burden of proving
they are entitled to the deductions clained. Rule 142(a);

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992); New

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

Taxpayers nust substantiate the anmount and purpose of the item
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deducted. Hradesky v. Conm ssioner, 65 T.C. 87, 89-90 (1975),

affd. per curiamb540 F.2d 821 (5th Gr. 1976). Taxpayers are
required to maintain records sufficient to enable the
Comm ssioner to determine their correct tax liability. See sec.

6001; Menequzzo v. Conm ssioner, 43 T.C 824, 831-832 (1965);

sec. 1.6001-1(a), Incone Tax Regs.

Aut onobi l e, travel, and neals and entertai nment expenses are
subj ect to hei ghtened substantiation requirenents. See secs.
280F(d) (4)(A) (1), 274(d)(1) and (2). Petitioners failed to neet
t hese hei ghtened substantiation requirenents. Further, we are
unconvi nced that the clainmed autonobile, travel, and neals and
entertai nment expenses constitute ordinary and necessary busi ness
expenses within the purview of section 162(a). |Indeed, M. Sun
admtted that his and Ms. Shen’s trips to China were for pleasure
as well as business. Petitioners failed to denonstrate that the
primary purpose of their trips to China was to further M. Sun’s
inventive activities. Further, they concede the amount for their
Hawai i an cruise and two trips to southern California is not
deductible. See supra note 3. Consequently, petitioners’
expenses for travel to and from China, Hawaii, and southern
California are not deductible. See sec. 1.162-2(b)(1), Incone
Tax Regs.

Petitioners’ legal fees relate to the engagenent of the

services of an attorney to obtain a patent in China. W are
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m ndful that the Chinese patent was obtained in M. Sun’s
brother’s name. M. Sun credibly testified as to the reason
therefor; i.e., it was “much cheaper than for a foreigner” to do
so. Recognizing that Chinese famlial custons and business
practices differ fromthose of the United States, we are
satisfied that all of the benefits of the patent belong to M.
Sun. Consequently, we hold that petitioners’ $4,075 in | egal and
pr of essi onal fee expenses constitute ordinary and necessary
busi ness expenses within the purview of section 162.

As to each of the other types of expenses deducted,
petitioners provided no docunentation or testinony which
denonstrated that these expenses were ordinary and necessary
busi ness expenses. Under certain circunstances, if a taxpayer
establishes entitlenent to a deduction, but not the anmount, the

Court may estimate the anount allowable. Cohan v. Conmm ssioner,

39 F. 2d 540, 543-544 (2d Cir. 1930). W generally will not
estimate a deducti bl e expense unl ess the taxpayer presents
sufficient evidence to provide sone basis upon which an estinmate

may be made. Vanicek v. Conmi ssioner, 85 T.C 731, 742-743

(1985). Petitioners have not provided us any basis to estimate
any allocation of expenses to business purposes.

To conclude this portion of our opinion, except for
petitioners’ |egal and professional fee expenses of $4,075, we

sustai n respondent’s disall owance of the busi ness expense
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deductions clainmed on the basis that petitioners failed to carry
their burden of proof.

1. Section 6662(a) Accuracy-Related Penalty

Section 6662(a) inposes a 20-percent penalty on that portion
of an underpaynent of tax attributable to, inter alia, negligence
or disregard of rules or regulations, as provided in section
6662(b) (1), or a substantial understatenent of incone tax, as
provided in section 6662(b)(2). Negligence includes any failure
to make a reasonable attenpt to conply with the provisions of the

I nt ernal Revenue Code. Sec. 6662(c); ASAT, Inc. v. Comm ssioner,

108 T.C. 147, 175 (1997). Negligence also includes any failure
by the taxpayer to keep adequate books and records or to
substantiate itens properly. Sec. 1.6662-3(b)(1), |Incone Tax
Regs. The term “di sregard” includes any carel ess, reckless or
intentional disregard. Sec. 6662(c).

The section 6662(a) accuracy-rel ated penalty does not apply
where the taxpayer shows that there was reasonabl e cause for the
under paynent and that he acted in good faith. Sec. 6664(c)(1).
Such a show ng depends on the facts and circunstances of each
case and includes the knowl edge and experience of the taxpayer
and the reliance on the advice of a professional, such as an
accountant. Sec. 1.6664-4(b)(1), Incone Tax Regs.

Respondent has the burden of production pursuant to section

7491(c). To satisfy that burden, respondent nust produce
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sufficient evidence showing that it is appropriate to inpose the

penalty. See Hi gbee v. Conm ssioner, 116 T.C. 438, 446 (2001).

On the record before us, respondent has satisfied his burden by
produci ng evidence that petitioners were negligent in failing to
keep books and records and in failing to substantiate their

cl ai med deducti ons.

Petitioners have not denonstrated that there was reasonable
cause for their underpaynent of tax or that they acted in good
faith. Although M. Sun sought advice regarding the techni cal
aspects of establishing a business, the record does not reveal
t hat he sought advice froma tax professional regarding the
deductibility of his expenses.

To conclude this portion of our opinion, petitioners have
failed to prove that they are not liable for the section 6662(a)
penalty. Petitioners have neither argued nor offered evidence
that an exception exists which woul d excuse them fromthe
penalty. W therefore sustain respondent’s determ nation that
petitioners are |liable for the section 6662(a) penalty. However,
respondent nust reconpute the anount of the penalty to reflect
the recal cul ation of petitioners’ 2007 busi ness expenses. This

can be done in the Rule 155 conputati on.
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We have considered all of petitioners’ contentions, and we
conclude they are without nerit, irrelevant, and/or noot.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




