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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: In notices of deficiency dated July 29,
1996, respondent determ ned the follow ng deficiencies, additions
to tax, and penalties with respect to petitioner’s Federal incone

t axes:



Docket No. 23041-96

Accur acy-
Additions to tax rel at ed
Del i nquency Negl i gence penal ty
Year Deficiency Sec. 6651(a)(1)* Sec. 6653(a)(1) Sec. 6662(a)
1988 $59, 032 1$14, 758 $3, 210 - -
1989 72,150 118, 038 - - $14, 430
1990 83, 595 120, 899 - - 16, 719

. Respondent determ ned that petitioner s liable for the
addi tion Qo tax under sec. 6651(43(1) for each of the years 1988-

90 in an anended answer. Respondent, therefore, bears the burden
of proof with respect to the inposition of the sec. 6651(a)
addition to tax for those years. Rule 142(a).

Docket No. 23054-96

Del i nquency Negl i gence
Year Defi ci ency Sec. 6651(a) (1) Sec. 6653(a) (1)

1987 $55, 459 $13, 865 1$2, 773

For 1987, in addition to inposing the 5-percent negligence
addition to tax under sec. 6653(a)(1)(A), respondent also inposed
an addition to tax equal to 50 percent of the interest due on the
tax deficiency of $55,459. See sec. 6653(a)(1)(B)

Petitioner tinely filed petitions seeking a redeterm nation
of respondent’s adjustnents for 1987-90. W consolidated the

resulting cases for purposes of trial, briefing, and opinion,

Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Sone nonetary anounts have been rounded to the
near est doll ar.
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pursuant to Rule 141(a),? and shall refer to the consolidated
cases in the singular in this opinion.

The issues for decision are:

(1) Wether, and to what extent, petitioner failed to
report inconme fromher |aw practice for the years at issue;

(2) whether, and to what extent, petitioner is entitled to
busi ness expense deductions clainmed with respect to her |aw
practice for the years at issue;

(3) whether, and to what extent, petitioner is entitled to
net operating |loss carryforward deductions clainmed for the years
at issue; and

(4) whether petitioner is liable for the addition to tax

for negligence under section 6653(a)(1) (for 1987 and 1988), the

2For 1988, the notice of deficiency denies a deduction for
$4, 028 of “Rowe Rent Expenses”, and, for 1989, it lists “Rowe
Unreported I ncone” of $4,200 (the Rowe adjustnments). Those
anounts are included in respondent’s conputation of tax
deficiencies for 1988 and 1989, as set forth in the notice of
deficiency for those years. Thomas G Rowe (Rowe), w th whom
petitioner filed joint returns for 1988 through 1990, and
respondent entered into a separate settlenent of Rowe’s joint and
several tax liabilities for 1988-90. Consequently, Rowe is not a
party to this litigation. Respondent states that the Rowe
adjustnents are not at issue in this case. It is not clear,
however, on what basis respondent relies in making this
statenent. Although petitioner stated during the trial that she
is not claimng that she is an “innocent spouse”, there is no
indication in the record that petitioner knew about, or intended
to waive, her right to request relief under sec. 6015 regarding
t he Rowe adjustnents. Consequently, if respondent intends to
hold petitioner |iable for the Rowe adjustnents, we shall give
petitioner the opportunity to file a request for relief under
sec. 6015 before we enter a decision in this matter.
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accuracy-rel ated penalty under section 6662(a) and (b)(1) (for
1989 and 1990), and/or the delinquency addition to tax under
section 6651(a)(1) (for each of the years at issue).?
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the first supplenental stipulation
of facts are incorporated herein by this reference.

When the petitions in this case were filed, petitioner
resided in St. Paul, Mnnesota. Petitioner was married to Thonas
G Rowe (Rowe) during the years at issue, but she and Rowe filed
joint returns only for 1988-90. Petitioner’s filing status for
1987 was married filing separate.

| . Petitioner’'s Reporting of |Incone and Expenses From Her Law
Practice (Schedul e Q)

During the years at issue, and for a nunmber of earlier
years, petitioner maintained a sole proprietorship famly |aw
practice, although she regularly retained other attorneys to
provi de services in connection with certain of her cases. Each
of the Federal incone tax returns filed by petitioner (1987) and
by petitioner and Rowe jointly (1988-90), included a Schedule C,

Profit or (Loss) From Business or Profession (Sole

%Respondent al so made adjustnents to petitioner’s Schedul e
A, Item zed Deductions, and reconputed petitioner’s self-
enpl oynent tax for each of the years at issue. Those adjustnents
are derivative of the Schedule C, Profit or (Loss) From Business
or Profession (Sole Proprietorship), adjustnents and will be
resol ved by our resolution of the latter.
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Proprietorship), reporting the incone, expenses, and profit or
| oss frompetitioner’s law practice. Petitioner’s Schedules C
listed gross inconme, deductions, and net profit (loss) in the

fol |l ow ng anmount s:

Year G oss income Deducti ons Net profit (Il oss)
1987 $75, 097 $76, 198 $(1,101)
1988 128, 896 121, 459 7,437
1989 124, 463 115, 690 8,773
1990 95, 730 124, 543 (28, 813)

1. Respondent’s Adjustnents to Petitioner’s Schedule C | ncone
and Deductions in the Notices of Deficiency

A. Adjustnents to | ncone

Respondent increased petitioner’s Schedule C gross inconge*

for the years in issue in the foll ow ng anobunts:

Year Adj ust ment
1987 $77, 811
1988 117, 819
1989 116, 483
1990 154, 069

Respondent based the adjustnents to petitioner’s Schedule C gross
income on two personal financial statenents that petitioner
submtted to Anerican National Bank (ANB) in St. Paul (the
financial statenents). Petitioner submtted the first financial
statenent, dated Decenber 22, 1987 (the 1987 fi nanci al

statenent), in connection with her purchase of a hone and the

“Petitioner’s gross inconme equal ed her gross receipts in
each of the years at issue because she was a cash basis taxpayer
and had no cost of goods sold during those years.
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second financial statenent, dated August 8, 1989 (the 1989
financial statenent), in connection with a refinancing. The
financial statenents listed “Enploynent |ncome” of $77,811 and
$125, 256 for 1987 and 1989, respectively. The “Enpl oynent
| ncome” shown on each financial statenent represented
petitioner’s estimte of the gross incone, unreduced by any
expenses, generated by her |law practice as of the date of the
financial statenent.?®

In his notice of deficiency for 1987, respondent determ ned
that petitioner had unreported Schedule C incone of $77,811
equal to the anpbunt of “Enploynment Incone” listed in the 1987
financial statement. Respondent cal cul ated the adjustnment to
petitioner’s Schedule C inconme for 1987 by treating the
“Enpl oyment | nconme” shown on the 1987 financial statenent as
addi tional unreported inconme frompetitioner’s |aw practice.
Respondent did not reduce the incone adjustnment to take into
account petitioner’s reported Schedule C gross inconme of $75, 097.

In his notice of deficiency for 1988-90, respondent
determ ned that petitioner had unreported Schedule C incone for
each year based upon the $125,256 |isted as “Enpl oynent |ncone”

in the 1989 financial statenment. For 1988, respondent determ ned

SPetitioner explained the entries to ANB, the financi al
institution to which she submtted the financial statenments, and
to the revenue agent who was assigned to conduct the exam nation
of her returns for the years at issue.
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t he unreported i ncone adjustnent of $117,819 by subtracting
petitioner’s reported Schedule C net profit of $7,437 for 1988
fromthe “Enploynment |ncome” of $125,256 shown on the 1989
financial statement. For 1989, respondent determ ned the
unreported income adjustment of $116, 483 by subtracting
petitioner’s reported Schedule C net profit of $8,773 from

$125, 256. For 1990, respondent determ ned the unreported incone
adj ust mrent of $154, 069 by adding petitioner’s reported Schedule C
net | oss of $28,813 to $125, 256.

B. Di sal | owance of Petitioner’'s Schedul e C Deducti ons

For 1988, respondent disallowed $59,038 of petitioner’s
total Schedul e C deductions of $121, 459, but the notice of
deficiency does not indicate which Schedul e C deductions were
di sal l owed. For 1987, 1989, and 1990, respondent disallowed all
of petitioner’s Schedul e C deductions. The sole basis for
respondent’ s disall owance of petitioner’s Schedul e C expenses for
each of the years at issue set forth in the notices of deficiency
was: “Since you did not establish that the busi ness expense
shown on your tax return was paid or incurred during the taxable
year and that the expense was ordi nary and necessary to your
busi ness, we have disal |l owed the ambunt shown.”

[, Description of Petitioner’s Business Records

Petitioner, a cash basis taxpayer, did not nmaintain fornal

journals and | edgers with respect to her |aw practice or record
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the results of her |aw practice using a formal bookkeepi ng
system Instead, petitioner entered business receipts (client
paynments) in handwitten | edger books. On occasion, petitioner

al so entered nonbusi ness receipts (receipts other than client
paynments) in the | edger books. Petitioner also retained deposit
slips reflecting the deposit of client paynments into various bank
accounts.

I n support of her Schedul e C deductions, petitioner retained
cancel ed checks and ot her bank records, cash receipts, invoices,
credit card statenents, credit card receipts, and other pertinent
docunents. Petitioner’s practice was to make a notation (e.g.,
the client’s nane) on a cancel ed check that would explain the
pur pose of the check. Thus, |later she would be able to determ ne
whet her it represented a deducti bl e expense of her |aw practice.
Petitioner nunerically coded certain of the cancel ed checks and
many of her business-related cash and credit card receipts and
statenents. Each nunber represented a specific type of expense
(e.g., 1 for client entertainnment, 5 for office expenses, etc.).
Petitioner divided the checks and cash receipts by type or
category of expense, placed themin separate envel opes, and
subm tted the envel opes to her husband’ s accountant, John R
Aunan (M. Aunan), for his use in preparing the tax returns for

the years at issue.
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During the years at issue, petitioner maintained banking
relationships with at least two financial institutions— ANB at
whi ch petitioner maintained two checking accounts (Nos. 302-733-1
and 109-070-3), a payroll account (No. 109-139-6), and several
personal and commercial | oan accounts; and First Bank at which
she mai ntai ned a checking account (No. 2624676067).°

| V. Respondent’s Revi ew of Petitioner’s Busi ness Records

Al t hough petitioner produced her business records (I edger
books, checks, cash receipts, credit card receipts, credit card
statenents, and other docunents) to the revenue agent in
connection with the exam nation of her returns for 1987-90, the
revenue agent failed to exam ne and/or utilize petitioner’s
records for 1987, 1989, and 1990 to ascertain the accuracy of the
i ncone and expenses clainmed on petitioner’s Schedules C for those
years. Wth the possible exception of 1988, for which a portion
of petitioner’s Schedul e C deductions was all owed, respondent
i ssued the notices of deficiency wthout exam ning petitioner’s
busi ness records.

A. Schedule C I nconme

Sonetinme after respondent issued the notices of deficiency,

respondent undertook to reconstruct petitioner’s Schedule C

5The record does not disclose when the accounts were opened
and does not include conplete records for the accounts.
Petitioner also maintained other financial accounts during the
years at issue, but the record contains mnimal information
concerning them
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incone for the years at issue by analyzing petitioner’s bank
deposits during those years (the bank deposits anal yses). The
resul ti ng bank deposits anal yses, dated Decenber 11, 1997,
purport to list total nonthly deposits, subtract “non-taxable
deposits”, and reduce the resulting adjustnment by the anount of
Schedul e C gross incone reported on petitioner’s return for each
of the years at issue. The bank deposits anal yses devel oped
proposed adjustnents to petitioner’s Schedul e C incone,
enuner at ed bel ow, that were dramatically | ower than the proposed
adjustnents to petitioner’s Schedule C incone contained in the
noti ces of deficiency:

Pr oposed adj ust nent

Year Noti ce of deficiency Deposit net hod
1987 $77, 811 $45, 767
1988 117, 819 7,113
1989 116, 483 47,232
1990 154, 069 13, 785

| medi ately before trial, the parties submtted a first
suppl enmental stipulation of facts in which respondent conceded
the 1988 and 1990 proposed adjustnents for unreported incone in

their entirety,’ revised the proposed 1987 and 1989 adj ustnents

'Respondent’ s counsel acknow edged at trial that concerns
about a possible shift of the burden of proof to respondent
“certainly cane into play when we decided to concede” the 1988
and 1990 unreported incone adjustnents. |In fact, respondent’s
counsel candidly explained the concessions as follows: “W felt
that given the size of the discrepancy and the fact that, if the
burden of proof were shifted, * * * we likely would not carry
it.”
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consistent with the bank deposits anal yses for those years, and,
in addition, conceded $11,862 of the revised proposed adj ust nent
for 1989. During the trial, respondent conceded $8, 786 of the
revi sed proposed adjustnent for 1987.

As a result of respondent’s bank deposits anal yses and
respondent’s concessi ons, respondent’s proposed adjustnents for

unreported Schedule C inconme that renmain at issue are as foll ows:

Year Pr oposed adj ust nent
1987 $36, 981
1989 35, 370

In preparing the bank deposits analysis for 1987, respondent
did not obtain or review all of the relevant bank records with
respect to petitioner’s accounts and did not adequately adjust
the anal ysis for nontaxable itenms. Most significantly,
respondent did not anal yze retained copies of petitioner’s
deposit slips and bank statenents, did not obtain m ssing bank
statenents or copies of deposited itens fromthe financial
institutions with which petitioner maintai ned her bank accounts,
and did not adjust the deposits analysis for all of the incone
sources reported on petitioner’s 1987 return.

In preparing the bank deposits analysis for 1989, respondent
attached a list of deposits made to one of the two accounts
included in the analysis, on which sonme but not all of the
deposit sources were listed. The deposits |ist apparently was

prepared fromretained copies of deposit tickets. Respondent did
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not obtain or review copies of deposited itens fromall of the
financial institutions with which petitioner maintained accounts
during 1989. In preparing the original 1989 bank deposits
anal ysis, respondent failed to identify and subtract numerous
nont axabl e itens and did not adjust the analysis for all of the
i ncone sources reported on petitioner’s 1989 tax return.

B. Schedul e C Deducti ons

Petitioner deducted the foll ow ng Schedul e C expenses on her
Federal inconme tax returns for the years at issue:

Sch. C expense

cat eqgory 1987 1988 1989 1990
Adverti sing $98 $160 $513 $2, 384
Bank charges 469 1, 035 120 120
Car & truck 6,672 8, 807 5, 354 3, 240
Col | ection fees - - - - 850 - -
Deprec./sec. 179 2,546 11,974 2,444 1, 467
Dues & pubs. 2, 337 3, 867 2,675 4,095
Enpl oyee benefits 2, 057 2,243 5,274 3,998
| nsur ance 514 3,677 3,745 3, 565
| nt er est 10, 034 3, 053 2,926 2,070
Legal & prof. 5,104 7,239 6,128 13, 536
Rent 11, 460 10, 256 9, 706 13, 334
Suppl i es 4,174 12, 297 13,139 7,263
Taxes 1, 235 4,908 5, 051 10, 601
Travel 1, 039 - - 1, 601 1, 988
Meal s & enter. 896 1,961 795 3, 286
Uilities & tel ephone 838 3,784 6, 152 3,515
Wages 13, 991 19, 203 26, 238 29, 054
Movi ng expense 3, 258 - 0- - 0- - 0-
Process services 2,482 2,495 915 1, 822
Contract services 4,637 10, 618 9,617 10, 079
Court fees 2,002 7,458 9,104 6, 699
M scel | aneous 355 6,424 3,343 2,427

Total Sch. C
deducti ons 76, 198 121, 459 115, 690 124,543
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Before the trial in this case commenced, petitioner again
produced for review by respondent’s enpl oyees, including a
revenue agent and an Appeals officer, volum nous records in
support of the Schedul e C deductions clained on her returns for
the years at issue. Respondent’s review of petitioner’s records
resulted in the preparation of item zed |lists of sone of
petitioner’s cancel ed checks, credit card expenditures, and
receipts. The lists were revised on several occasions and
admtted into evidence during trial. The lists were prepared
w t hout any reference to the categorization of expenses cl ai ned
on petitioner’s Schedules C for the years at issue because
respondent clainmed that he could not tell how petitioner’s
expenses were grouped for reporting purposes on petitioner’s
returns.

At the beginning of trial, respondent conceded that
petitioner had deductible Schedul e C expenses for the years at

issue in the follow ng anounts:

Year Anmpount Exhi bit No.
1987 1$50, 184. 70 38-R
1988 64, 442. 41 39-R
1989 77,162. 01 40- R
1990 73,632. 74 41-R

!Respondent used a subtotal ($11, 144.18) instead of the
total (%$12,034.71) from Sec. B of Ex. 38-Rin calculating the
amount of Schedul e C expenses he conceded for 1987 ($49, 294.17).
Following trial, respondent conceded additional Schedule C

deductions for each of the years at issue as follows:
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Addi ti onal Addi ti onal Total additi onal
Year expenses depreci ati on deducti ons
1987 $10, 785. 18 $741. 28 $11, 526. 46
1988 13, 443. 34 1, 076. 65 14, 519. 99
1989 8, 944. 60 1, 076. 65 10, 021. 25
1990 12, 713. 86 1, 076. 65 13, 790. 51

As a result of respondent’s concessions regarding

petitioner’s deductible Schedul e C expenses, the deduction

anmounts still in dispute are as foll ows:
Respondent’ s Anmount in
Year Per return concessi ons di spute
1987 $76, 198 $60, 821 $15, 377
1988 121, 459 78, 962 142, 497
1989 115, 690 87, 183 28, 507
1990 124, 543 87, 423 37,120

The Court’s Oct. 17, 2000, order erroneously stated that,
after giving effect to respondent’s concessions, none of the

deductions clainmed on petitioner’s 1988 Schedule C remained in
di sput e.

V. Return Preparation and Accountant Wbr kpapers

Petitioner’s incone tax returns for the years at issue were
prepared by M. Aunan. Petitioner gave M. Aunan her cancel ed
checks, cash and credit card receipts, and other docunents,
categorized in the manner described above. M. Aunan prepared
accounti ng wor kpapers based on his review of petitioner’s
records. In so doing, M. Aunan grouped various categories of
petitioner’s Schedul e C expenses into return preparation

categories as reflected in his workpapers.® M. Aunan’s

8Throughout the trial in this case, however, respondent
(continued. . .)
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wor kpapers include a schedul e summari zi ng petitioner’s
docunent ati on of her Schedule C inconme and expenses by category
and by year. That schedul e shows, for each of the years at
i ssue, prelimnary figures, adjusting entries, and final figures
for each category of inconme and expense. The workpapers al so
i nclude a summary schedule for the years at issue showi ng the
i ncone and expense information used by M. Aunan to prepare
petitioner’s Schedule C (including depreciation clained), a
wor kpaper entitled “Business Interest” that lists interest paid
on petitioner’s credit cards, a depreciation schedule that shows
how M. Aunan cal cul ated the depreciation clained on petitioner’s
Schedul es C, a workpaper entitled “Personal” that lists
i nformation regardi ng various Schedule A item zed deductions for
each of the years at issue, a workpaper |abeled “611 Dayton”
relating to a rental property that petitioner owned and sold in
1987, and a Schedul e C workpaper relating to the |law practice of

petitioner’s husband.

8. ..continued)
mai nt ai ned that he could not tell how M. Aunan had conbi ned
petitioner’s expenses to arrive at the nunbers reported on her
inconme tax returns for the years at issue. Respondent’s clainmed
inability to understand how petitioner’s business expenses were
categorized for return filing purposes led to the detailed
listing of petitioner’s expense records without regard to actual
reporting of the expenses on the relevant tax returns.



VI . Net Operating Losses

Petitioner and Rowe deducted net operating |loss (NOL)
carryforwards on their 1988-90 joint returns. The NOL
carryforwards were derived from| osses clained on Schedul es C and
Schedul es E, Supplenental |nconme Schedule, of petitioner’s 1980
and 1982 separate returns. Petitioner’s 1988-90 returns utilized
the NOL carryforwards as follows:?®

Loss carryforward

Year Schedul e C i ncome utilization
1988 $39, 621 $9, 350 (1980 | oss)
1989 15, 485 5,714 (1980 | oss)
9,771 (1982 | o0ss)
1990 2,492 25 (1982 | 0ss)

M. Aunan erroneously used $8, 650 of petitioner’s |oss
carryforward to offset Rowe’'s Schedule C incone. See Calvin v.
United States, 354 F.2d 202 (10th G r. 1965) (cited wth approval
by Rose v. Comm ssioner, T.C Meno. 1973-207).
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The potential NOL carryforward to the years at issue, based upon
petitioner’s 1980-86 returns as filed, is $108,007.10

There was no exam nation of the NOL carryforwards during the
audit and only a mniml exam nation of a portion of the NOL
carryforwards by the IRS Appeals Ofice. |In support of the
all eged NOL carryforwards, petitioner testified that, because of
serious nedi cal problens she experienced during 1982-86, her |aw
practice during those years operated at a | oss, generating part
of the NOL carryforwards. Petitioner testified that the Schedul e
E, Suppl enental |Incone and Loss, |osses generating the remaining
part of the NOL carryforwards arose fromthe rehabilitation of a
rental property. Toward the end of the trial, petitioner
i ntroduced docunentation in the form of deposit slips, cancel ed
checks, and paynent receipts for both her Schedule C and Schedul e

E i ncone and expenses during 1978-83, but she did not offer any

Opetitioner’s potential |oss carryforward ari ses out of the
follow ng reported results for 1980- 86:

Reported operating Operating | oss
Year i ncone (1 o0ss) utilization
1980 (%41, 399) $7,382 carried

back to 1977

1981 4, 354 O fset by 1980 | oss
1982 (48, 861) - -
1983 (5,051) --
1984 14,599 O fset by 1980 | oss
1985 (19, 643) - -
1986 (19, 388) --

Petitioner also reported operating |osses in 1978 and 1979
whi ch were carried back to 1976 and 1977.
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testinony to explain the docunentation. Petitioner did not offer
into evidence any docunentation of her business incone and
expenses for 1984- 86.

VI, Late Filing of Petitioner's 1987-90 Returns

Petitioner filed her 1987 return on August 26, 1992, having
requested and received two extensions, the second of which
expi red on Cctober 15, 1988. Petitioner and Rowe filed their
1988 joint return on August 27, 1992, and their 1989 and 1990
joint returns on August 25, 1992. Neither petitioner and Rowe
nor M. Aunan requested extensions of tine to file the 1988-90
returns.

For each year at issue, petitioner gathered, organized, and
summari zed her Schedule C information and delivered it to M.
Aunan for his use in preparing that year’s return. For the
1988-90 years, however, petitioner did not actually deliver her
Schedule C information to M. Aunan until after the return due
dates. After petitioner submtted her Schedule C infornmation to
M. Aunan, she followed up by asking himperiodically what
addi tional information he needed to conplete the returns. M.
Aunan normally responded with nore requests for information;
within a day or two, petitioner would supply the requested
information to him In 1992, petitioner “threatened” M. Aunan,
and the returns for all 4 years were finally conpleted and fil ed

i n August of that year.
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At one point during petitioner’s testinony, the foll ow ng
exchange occurred between the Court and petitioner:

THE COURT: Al right. Now, |et nme ask another
question. You're a lawer with a license at risk. You
knew you had an obligation to file a return and that
that return had to be filed tinmely or you were going to
have a probl em

THE WTNESS: Right.

THE COURT: Wiy didn't you protect yourself

better?

THE WTNESS: | suppose |’ve asked nyself that a
mllion times. It — | think part of — when | think
back on it, | was very used to going ahead and doi ng

things, but, in this particular situation, [Rowe] had
paid in no noney for the self-enploynent tax, and it
appeared that he was going to have a liability on his
side of the fence. And ny push to get done and his
reluctance and his being the primary contact w th Aunan
was not a good conbi nati on.

But, you know, all excuses aside, | have to be
responsible for nyself. And | did not do in nmy own
m nd, which is — what | should have done is -- | did
not fire him | did not report him And | did not go

to my old accountant and file a separate return, no
matter what the econom c consequences.

VIIl. Cctober 17, 2000, O der

After respondent filed his status report and suppl enent al
status report (SSR) describing the results of the parties’
posttrial efforts to resolve outstandi ng i ssues, we issued an
order dated Cctober 17, 2000, which (1) listed the Schedule C
i ncone and deduction anounts remaining in dispute after
respondent’s further concessions, (2) ruled upon various

exhibits, the admssibility of which had been left open at trial,
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(3) closed the trial record, (4) invited, but did not require,
the parties to file posttrial briefs, and (5) set a schedule for
the filing of briefs. Only respondent filed a posttrial brief.
In his posttrial brief, respondent continued to argue that sone
of petitioner’s alleged business expenses should be disall owed
but, with regard to certain expenses, asserted grounds for the
di sal | ownance that were different fromthe ground asserted in the
noti ces of deficiency.

OPI NI ON

Schedul e C I ncone _and Deducti ons

A. Burden of Proof

Normally, in a case before this Court, the taxpayer bears
t he burden of proof. Rule 142(a).' That burden has often been
interpreted to nmean that the taxpayer bears the ultimte burden
of persuasion; i.e., the risk of nonpersuasion, as well as the

initial burden of production. See, e.g., Gerling Intl. Ins. Co.

v. Conm ssioner, 86 T.C. 468, 476 n.5 (1986).

In this case, petitioner bears the burden of proof. Rule
142(a). Because petitioner bears the burden of proof, petitioner

has the initial burden of production, which requires her to

HUnder certain circunstances, sec. 7491(a)(1l), which was
enacted in 1998, shifts the burden of proof to respondent. Sec.
7491 applies to court proceedings arising in connection with
exam nations beginning after July 22, 1998. Because the
exam nation of petitioner’s returns conmmenced before July 23,
1998, sec. 7491(a)(1) is inapplicable to this case.
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i ntroduce evidence sufficient, if believed, to denonstrate by a
preponderance of the evidence that respondent’s determnation is
excessive; i.e., erroneous and/or arbitrary, “w thout rational

foundation”. Helvering v. Taylor, 293 U S. 507, 514-515 (1935);

see also Pittman v. Conm ssioner, 100 F.3d 1308, 1317 (7th G

1996), affg. T.C Meno. 1995-243; Page v. Conmm ssioner, 58 F. 3d

1342, 1347-1348 (8th Cir. 1995), affg. T.C. Menp. 1993-398. |If
petitioner successfully carries her initial burden of production
as to a particular adjustnent, the burden of production; i.e.,

t he burden of introducing evidence show ng an adjustnent is

warranted, shifts to respondent. Helvering v. Taylor, supra at

514-515; Berkery v. Conm ssioner, 91 T.C 179, 186 (1988), affd.

wi t hout published opinion 872 F.2d 411 (3d GCr. 1989); Cozzi V.

Comm ssioner, 88 T.C. 435, 443-444 (1987); Jackson v.

Comm ssioner, 73 T.C. 394, 401 (1979).

B. Unreported I ncone Adjustnents for 1987 and 1989

In this case, the parties agree that the unreported i ncone
adjustnents arise frompetitioner’s |law practice. Qur review of
the record confirns that there is a sufficient evidentiary base,
if one is required, to support a conclusion that petitioner was
engaged in an incone-generating activity during each of the years
at issue and that petitioner has the burden of proving that

i ncone adjustnents in the notices of deficiency were arbitrary
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and/ or excessive. Rule 142(a); Wl ch v. Helvering, 290 U S 111

115 (1933).

At trial, petitioner proved, and respondent adm tted, that
the i ncone adjustnents proposed in respondent’s notices of
deficiency for all 4 of the years at issue were derived fromtwo
financial statenents prepared by petitioner in 1987 and 1989.

For 1987, respondent determ ned that petitioner had unreported
Schedul e C incone equal to the “Enploynent Incone” listed on the
1987 financial statenment. For 1988, 1989, and 1990, respondent
added the “Enpl oynent Incone” listed on the 1989 financi al
statenent to the net profit or loss reported on petitioner’s
Schedul es C for 1988, 1989, and 1990 to arrive at the incone

adj ustnments for 1988-1990.

During trial, respondent’s counsel abandoned the incone
adjustnents as originally determned in the notices of deficiency
and offered as stipul ated exhibits what purported to be bank
deposits anal yses for the years at issue.'? Based on the bank
deposits anal yses, respondent conceded the incone adjustnents for
1988 and 1990 in their entirety and substantially reduced the

i ncome adjustments for 1987 and 1989.

2'n his opening statenent, respondent’s counsel stated that
t he bank deposits anal yses were prepared because respondent’s
Appeals Ofice recognized that the incone adjustnents contained
in the notice of deficiency that were based on the 1987 and 1989
financial statenments were “not a strong position for the
Service.”
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Because petitioner proved that respondent’s reliance on the
1987 and 1989 financial statenents under the circunstances
involved in this case was unreasonable and resulted in
substantially distorted i ncone adjustnents, we conclude that the
adjustnents to petitioner’s Schedule C incone as determ ned by
respondent in the notices of deficiency were arbitrary and
excessive. Therefore, the burden of producing credible evidence
showi ng that respondent’s revised adjustnents to petitioner’s
Schedul e C incone in each of the years 1987 and 1989 were

warranted shifted to respondent. Helvering v. Taylor, supra at

514-515; Conm ssioner v. Riss, 374 F.2d 161, 166 (8th Cr. 1967),

affg. in part, revg. in part and remanding T.C. Menp. 1964-190.
Respondent contends that, even if the burden of production
shifted to respondent regarding the income adjustnents in the
notice of deficiency, his revised incone adjustnents for each of
the years 1987 and 1989 are supported by the bank deposits
anal yses respondent introduced into evidence. According to
respondent, those anal yses prove that petitioner deposited into
her bank accounts substantially nore noney during 1987 and 1989
t han she reported as gross recei pts on her Schedules C for those
years.
The bank deposits nmethod has | ong been recogni zed as an
acceptabl e indirect nethod of proving a taxpayer’s understatenent

of income. See deckman v. United States, 80 F.2d 394 (8th Cr
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1935); see also United States v. Abodeely, 801 F.2d 1020, 1023-

1025 (8th Gr. 1986); Caulfield v. Conm ssioner, T.C Meno. 1993-

423, affd. 33 F.3d 991 (8th Cr. 1994). The bank deposits nethod
is often used in cases in which the taxpayer maintained
i nadequate, inconplete, or unclear records. See, e.g., Holland

V. United States, 348 U S. 121 (1954); DiLeo v. Comm ssioner, 96

T.C. 858, 867 (1991), affd. 959 F.2d 16 (2d Cr. 1992); Estate of

Mason v. Conmm ssioner, 64 T.C 651, 656 (1975), affd. 566 F.2d 2

(6th Cr. 1977).

In this case, petitioner produced records of her taxable
i ncome, including her Schedule C inconme. The records included
handwitten | edger books as well as bank records such as bank
statenents and deposit tickets. A review of petitioner’s incone
records establishes to the Court’s satisfaction that the gross
i ncone reported on petitioner’s Schedules C for 1987 and 1989 was
derived frompetitioner’s handwitten | edger books and was not
cal cul at ed based on deposits into petitioner’s bank accounts.
The return preparer, M. Aunan, took the gross receipts nunbers
that petitioner derived fromher |edger books for the years at
i ssue and adjusted the nunbers for any refunds made to
petitioner’s clients during the taxable years. 1In 1987 M. Aunan
made no adjustnments to petitioner’s Schedule C gross receipts of
$75,097, but, in 1989, M. Aunan reduced the prelimnary gross

receipts figure of $129,146 by client refunds of $470 and
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$4,2132 to arrive at petitioner’s 1989 reported Schedul e C gross
recei pts of $124, 463.

Respondent arbitrarily used entries fromthe 1987 and 1989
financial statements to substantially increase petitioner’s
Schedule C inconme in the notices of deficiency. Wen respondent
recogni zed the i nherent weakness of his position, respondent
attenpted to salvage his position that incone adjustnents were
warranted by arranging for the preparation of what purported to
be bank deposits anal yses. The anal yses, however, failed
adequately to adjust for nontaxable itens, failed to anal yze al
of petitioner’s bank accounts, and failed to adjust for all of
petitioner’s reported taxable incone. Respondent did not obtain
and review all of petitioner’s bank records, including copies of
deposited itens, and it is apparent froma review of the anal yses
t hat respondent did not obtain the information necessary to
prepare a proper bank deposits analysis for either 1987 or 1989.

A review of respondent’s bank deposits analysis for 1987,
which was simlar in nethod to the one for 1989, illustrates why
we assign no credibility to respondent’s bank deposits anal yses
and related incone determ nations for 1987 and 1989. The 1987
bank deposits analysis is an analysis of one of petitioner’s bank

accounts that she used during that year. ANB account No. 302-

BBRespondent has conceded that client refunds of $4,213.30
are deducti bl e.
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733-1 was an account maintai ned by petitioner throughout 1987
into which petitioner deposited client fees as well as anounts
unrelated to her law practice. The deposits analysis purports to
add up all of the deposits nmade into the account during 1987 by
mont h, subtract identified nontaxable deposits fromthe conputed
total deposits, and arrive at “G oss Revenues per the Audit”.
The anal ysis subtracts fromthat nunber the “G oss Revenues per
the Tax Return” to arrive at respondent’s revised i nconme
adj ust nent .

Respondent’s cal cul ation of total deposits as reflected on
t he 1987 bank deposits anal ysis contains several obvious errors.
For exanple, for January and July, respondent erroneously listed
total deposits shown on the relevant bank statenents. For March
and Decenber, respondent did not have copies of the rel evant bank
statenents, so respondent used petitioner’s inconme listing from
her | edger book for those nonths.

When respondent’s cal cul ati on of nontaxable itens is
conpared to the rel evant bank statenents for account No. 302-733-
1, even nore troubl esonme concerns arise. Petitioner had a “Ready
Cash” line of credit that, anong ot her uses, covered overdrafts
on the account. Respondent treated sone but not all of the
“Ready Cash” deposits during 1987 as nont axabl e deposits.
Respondent also failed to subtract, as nontaxabl e deposits, a

$5, 738 di sbursenent on a note (July 7, 1987), a $2,625.01
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di sbursenent on a note (Nov. 16, 1987), and several transfers
fromaccount No. 109-070-3, totaling $22,509.69. Respondent al so
failed adequately to adjust his calculation for the total anopunt
of rental incone, |oan repaynents, and installnment sale incone
that petitioner received during 1987. Simlar m stakes were nmade
in the bank deposits analysis for 1989.

Qur review confirns that the sinplistic bank deposits
anal yses prepared and relied upon by respondent to support his
restated i ncone adjustnents agai nst petitioner for 1987 and 1989
are sinply not credible. W conclude, therefore, that
respondent’s determ nations that petitioner had unreported
Schedul e C incone for 1987 and 1989 are erroneous, and we hold
that respondent’s determ nations of unreported incone for 1987
and 1989 are not sustai ned.

C. Schedul e C Deducti ons

1. Applicable Legal Principles

The only basis asserted by respondent in the notices of
deficiency for disallowng petitioner’s Schedul e C expenses was
petitioner’s alleged failure to establish that the expenses were
“paid or incurred during the taxable year” and were “ordinary and
necessary to * * * [petitioner’s] business.” Section 162(a)
aut hori zes a taxpayer to deduct ordinary and necessary business
expenses paid or incurred during the taxable year in carrying on

a trade or business. An “ordinary” expense is one incurred in a
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transaction that commonly or frequently occurs in the type of

busi ness involved. Deputy v. DuPont, 308 U S. 488, 495 (1940).

A “necessary” expense is one that is “appropriate and hel pful” to

the taxpayer’s business. Wlch v. Helvering, 290 U. S. at 113.

Expenses al | owabl e under section 162 nust be “directly connected
with or pertaining to the taxpayer’s trade or business”. Sec.
1.162-1(a), Income Tax Regs. Personal, living, and famly
expenses are not deductible. Sec. 262(a).

CGenerally, if a claimed business expense is deductible, but
the taxpayer is unable to substantiate it fully, the Court is
permtted to make an approxi mati on of an all owabl e anmount (the

Cohan rule). GCohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d

Cr. 1930). The estimate, however, nust have a reasonabl e

evidentiary basis. Vanicek v. Conm ssioner, 85 T.C. 731, 743

(1985).

Respondent asserts for the first time in his trial
menor andum t hat certain of petitioner’s Schedul e C deductions are
al so subject to the requirenents of section 274. Section 274
super sedes the Cohan rule, see sec. 1.274-5T(a), Tenporary |ncone
Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985), and i nposes nore
stringent substantiation requirenents for travel, neals and
entertainment, gifts, and with respect to any |isted property as
defined in section 280F(d)(4). Sec. 274(d). Listed property

i ncl udes any passenger autonobile. Sec. 280F(d)(4) (A (i).
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Section 274(a) provides, in pertinent part, that no deduction
ot herw se all owabl e shall be allowed for entertainnment,
anmusenent, or recreation expense unless the taxpayer establishes
that the expense was directly related to the active conduct of
t he taxpayer’s trade or business. Section 274(b) provides, in
pertinent part, that no deduction shall be allowed under section
162 for any gift to the extent that the gift, together with other
gifts to the sanme individual for the sane taxable year, exceeds
$25. Section 274(d) requires a taxpayer to substantiate a
cl ai med expense that is covered by section 274 by adequate
records or by sufficient evidence corroborating the taxpayer’s
own statenent establishing the anount, tine, place, business
pur pose of the expense, and the business relationship to the
t axpayer of the persons entertained or receiving the gift.
Section 274(k) provides in pertinent part that no deduction is
al l oned for any food or beverage expense unless the expense is
not | avish or extravagant under the circunstances and the
t axpayer or an enployee of the taxpayer is present at the
furnishing of the food or beverage expense.

Section 274(n) provides that the anount allowable as a
deduction for food and beverage expense and entertai nnment expense
shal | not exceed 80 percent of the anounts that would be
deducti bl e but for section 274(n). However, neals that qualify

as de mnims fringe benefits are not subject to the 20-percent
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deduction disall owance i nposed by section 274(n)(1). See sec.
274(n)(2)(B). Section 132(e) generally defines the term “de
mnims fringe” as “any property or service the value of which is
(after taking into account the frequency with which simlar
fringes are provided by the enployer to the enployer’s enpl oyees)
so small as to nmake the accounting for it unreasonable or
admnistratively inpracticable.” See also sec. 1.132-6(a),
| ncome Tax Regs.
2. Analysis

It is well established that the burden of proof with respect
to deductions claimed on a tax return generally rests on the
taxpayer. The general rule was succinctly stated by this Court

in Roberts v. Conm ssioner, 62 T.C. 834, 836 (1974), as follows:

Taxpayers have no inherent right to deductions; they
are matters of legislative grace. |Interstate Transit
Lines v. Comm ssioner, 319 U S. 590, 593 (1943); New
Colonial Ice Co. v. Helvering, 292 U S. 435, 440
(1934). The taxpayer nust be able to point to sone
particular statute to justify his deduction and
establish that he comes within its terns. Deputy v.
Dupont, 308 U.S. 488, 493 (1940); Wite v. United
States, 305 U S. 281 (1938). * * *

I n Roberts, the taxpayer argued that the Conm ssioner’s
bl anket di sall owance of his busi ness expense deductions (and a
casualty loss) without benefit of audit was arbitrary and
unr easonabl e and, therefore, could not formthe basis for a
deficiency. |In Roberts, we noted that the Conm ssioner’s failure

to audit the taxpayer’s records was due solely to the latter’s
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refusal to furnish any records in support of the clained
deductions. W held that “when a taxpayer refuses to
substantiate his clai ned deductions, the Conm ssioner is not
arbitrary and unreasonable in determning that the deductions
should be denied.” 1d. at 837.

Unli ke the taxpayer in Roberts, petitioner did not refuse to
substanti ate her deductions. |In fact, she provided vol um nous
docunent ati on on several occasions and for extended periods of
time to respondent’s revenue agent, Appeals officer, trial
counsel, and to this Court. Respondent’s bl anket disall owance of
petitioner’s Schedul e C deductions in the notices of deficiency
for 3 of the 4 years at issue was preceded by the revenue agent’s
apparent failure or refusal to exam ne the expense records that
petitioner had produced for his inspection. Although
petitioner’s expense records (consisting, for the nost part, of
cancel ed checks, cash receipts, credit card statenents, and ot her
pertinent docunents) may not have been kept in a formpleasing to
the revenue agent, they were coded and organi zed by category,
they satisfied the books and records requirenment of section
1. 6001-1(a), Income Tax Regs., and they were auditable. See

Jackson v. Comm ssioner, 59 T.C 312, 317-318 (1972).

Respondent’ s di sall owance of all of petitioner’s Schedule C

expenses for 3 of the 4 years at issue w thout any neani ngful
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exam nation of petitioner’s business records for those years
appears unwarranted and arbitrary.

As arbitrary as respondent’s bl anket disall owance of
petitioner’s Schedul e C expenses for 3 of the 4 years at issue
appears on these facts, however, it is neverthel ess clear under
our jurisprudence and that of the Court of Appeals for the Eighth
Crcuit that petitioner bears the burden of proof as to her
deductions. W are obligated to analyze the evidentiary record
and to weigh the evidence in order to decide if petitioner has
carried her burden of persuading this Court that respondent’s
di sal |l owance of her Schedul e C deductions for the years at issue

was erroneous and/or arbitrary. See diver v. Comm ssioner, 364

F.2d 575, 577 (8th Cr. 1966), affg. T.C. Meno. 1965-83.

The record in this case establishes that petitioner
mai nt ai ned an active |law practice during the years at issue. 1In
connection with that |aw practice, petitioner paid business
expenses that were categorized and deducted on her Schedules C as
advertising, car and truck, depreciation/section 179, enpl oyee
benefits, insurance, interest, |egal and professional, rent,
supplies, taxes, travel, neals and entertainnent, utilities,
wages, dues and subscriptions, process services, contract
services, court fees, collection fees, bank charges, and
m scel | aneous expenses. Wth the assistance of M. Aunan’s

wor kpapers, we were able to ascertain, to a |arge extent, how
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petitioner’s expenses were grouped for tax return purposes. W
shal | review each Schedul e C expense category!* and the evidence
i n support of each category to reach a concl usion regarding the
parties’ respective positions. Qur conclusions are summarized in
a chart that appears at the end of this subsection on page 79.

a. Depreci ati on and Section 179 Expense

For the years at issue, petitioner clainmed depreciation

expense deductions in the foll ow ng anounts:

Year Anpunt
1987 $2, 546
1988 11, 974
1989 2,444
1990 1, 467

The depreciation schedule included as part of M. Aunan’s
wor kpapers shows that the depreciation expense deductions were

cal cul ated as foll ows:

“\We have not addressed separately the Schedul e C category
of collection fees that was included only on petitioner’s 1989
return, but we have considered any such expenses as part of other
cat egori es.
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Year Depr eci ati on _expense
acaqa. Asset Cost 1987 1988 1989 1990
1987 Furni ture

& fixtures $10, 543 $2,109 $3,374 $2,024 $1, 215

Conput er 2,186 437 700 420 252
1988 Furni ture

& fixtures 2,630 12,630

Conput er 5,270 5, 270

Total depreciation
and sec. 179 exp. 2,546 11,974 2,444 1, 467

These anpbunts were clained as sec. 179 expenses.
The detail in M. Aunan’s workpapers shows that, during 1987,
petitioner purchased furniture costing $3,003 and a copier
costing $3,069 and nade | easehol d i nprovenents costing $4, 471.
The total of these three itens is $10,543, the anount used by M.
Aunan in cal culating the depreciation expense attributable to
furniture and fixtures for the years at issue. The detail also
shows that, during 1987, petitioner purchased a conputer costing
$2,186, a figure that ties into M. Aunan’s depreciation
schedul e.

Docunents introduced into evidence at trial establish the
fol | ow ng:

(1) Petitioner purchased a conputer for $2,186 during 1987
(Ex. 38-R, line 211).1%

BOrdinarily, we do not include citations to the record in
our opinions. In this case, however, references to line itenms in
(continued. . .)
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(2) Petitioner expended $4,471.12 for office inprovenents
during 1987 (Ex. 38-R |ines 222-228).

(3) Petitioner purchased a copier for $3,068.64 during 1987
(Ex. 38-R, lines 323-332).

(4) Petitioner purchased conmputer furniture for $3,003.09
during 1987 (Ex. 38-R lines 212-218).

(5) Petitioner purchased office furniture and conputer-
related itens during 1988 totaling at |east $5,632.26.1°

Respondent has conceded that petitioner expended the above-
listed amounts and that petitioner may depreciate these itens but
attenpts to reconfigure petitioner’s deduction by offering a
different depreciation alternative (7-year depreciation). W
reject respondent’s attenpt to recal culate petitioner’s
depreci ation and section 179 expense deducti on because
respondent, who raised this issue for the first tinme in a
suppl enental status report filed after trial, had the burden of

produci ng evi dence regardi ng the proposed recal cul ati on and

15, .. conti nued)
the summary exhibits, Exhibits 38-R through 41-R w | assist the
parties in understanding which itens we are allow ng petitioner
to deduct and in preparing the Rule 155 conputations.

*Qur inability to account for the full cost of itens
purchased during 1988 and included in the sec. 179 expense
deduction clained by petitioner is attributable to the fact that
petitioner’s depreciation and sec. 179 records were unbundl ed
during the pretrial review of petitioner’s records and m xed in
with petitioner’s office supplies records. W have no doubt,
however, that petitioner expended the anmounts clainmed for 1988
(Ex. 39-R, lines 228-238, 241, 243-246, 248-259).
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failed to introduce any evidence to show that the recal cul ation
IS required.
Petitioner has substantiated her depreciation and section
179 expense deduction for each of the years at issue, and the
deductions in the amounts cl aimed are al |l owed.

b. Bank Servi ce Charges

Petitioner deducted bank service charges on her Schedules C

for the years at issue as foll ows:

Year Anpunt
1987 $469
1988 1, 035
1989 120
1990 120

A review of petitioner’s bank records establishes that
petitioner incurred service charges, insufficient funds charges,
returned item charges, and m scel | aneous ot her charges such as
those for check orders. For exanple, during 1987, with regard to
petitioner’s ANB account No. 302-733-1 alone, petitioner paid
$184.25 in service charges, $413 in insufficient fund and
returned item charges, and $84.75 in check charges for 10 nonths
(bank statements for 2 nonths were mssing). Although all of
petitioner’s bank records were not introduced into evidence, we
have no doubt that in each of the years at issue petitioner paid
bank charges related to her |aw practice. Applying the Cohan
rule, we allow petitioner the deductions clainmed for bank service

charges for each of the years at issue.
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C. Dues and Publi cati ons

For the years at issue, petitioner clained deductions for

dues and publications as foll ows:

Year Anpbunt
1987 $2, 337
1988 3, 867
1989 2,675
1990 4, 095

M. Aunan’s wor kpapers reveal that the dues and publications
category on petitioner’s returns included expenses paid by
petitioner during the years at issue for her law library, bar and
ot her dues, continuing professional education, and her reception

room subscriptions as foll ows:

Year Law li brary CPE, dues & subs. Tot al
1987 $1, 552 $785 $2, 337
1988 3,530 337 3, 867
1989 1, 996 679 2,675
1990 1, 468 2,627 14,095

1t appears froma review of M. Aunan’s workpapers that he
erroneously included the anmount of $1,468 twi ce when cal cul ating
petitioner’s 1990 deduction for dues and publications.

The record establishes that:

(a) During 1987, petitioner paid office book expenses of
$1,552.44 (Ex. 38-R, lines 152-160), continuing education
expenses of $549.20 (Ex. 38-R lines 726-732), office nmagazi ne
expenses of $47.92 (Ex. 38-R, lines 124-126), and dues and
publ i cations expenses of $2,321.48 (Ex. 38-R, lines 996-997,

1000- 1003, 1016, 1033, 1038, 1045, 1051-1052, 1060, 1064, 1123,
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1128-1129, 1135, 1144, 1151, 1157, 1172, 1174, 1176), for a total
amount docunented of $4,471. 04.

(b) During 1988, petitioner paid office book expenses of
$3, 678. 04 and subscri ptions and nenbershi ps of $360.52, for a
total anmount docunented of $4,038.56 (Ex. 39-R, |ines 25-32, 35-
38, 42-63).

(c) During 1989, petitioner paid office book and
subscription expenses of $1,974 (Ex. 40-R, lines 166-184, 186-
205) and a fee of $50 to the M nnesota Wnen Lawers Associ ation
(Ex. 40-R, line 142), for a total anobunt documented of $2,024.
In addition, M. Aunan’s workpapers suggest that when he was
wor ki ng on petitioner’s return for 1989, petitioner also had
gi ven hi m docunmentati on of two other expense itens of $412 and
$217.

(d) During 1990, petitioner paid office book and
subscription expenses of $1,475.07, professional organization
fees of $310.50, continuing | egal education expenses of $247.50,
and office book expenses of $278.90, for a total anount
docunent ed of $2,311.97 (Ex. 41-R lines 120-147, 428-431, 846-
852, 1290-1297).

Petitioner is entitled to deduct dues and subscri ptions
expenses in each of the years at issue in the anpunts summari zed

above and set forth in the chart on page 79 of this opinion.
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d. Legal and Pr of essi onal

For the years at issue, petitioner clained deductions for
| egal and professional fees paid in connection with her |aw

practice as foll ows:

Year Anpbunt
1987 $5, 104
1988 7, 239
1989 6, 128
1990 13, 536

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, anounts of $158, $1,620, $760, and $2, 566, for
a total anopunt deducted of $5, 104;

(b) for 1988, anmounts of $4,962 and $2,277, for a total
amount deducted of $7, 239;

(c) for 1989, anounts of $4,965, $88 and $1,075, for a total
anount deducted of $6, 128;

(d) for 1990, armounts of $18,066 and $10, 470, reduced by a
$15, 000 paynent to Janes Van Val kenburg, for a total anount
deduct ed of $13, 536.

Qur review of the record reveals the foll ow ng:

(a) During 1987, petitioner paid fees to other attorneys of
$2,566, fees to law clerks of $760.02, fees to experts of
$1, 620. 20, and fees for medical records of $158, for a total
expendi ture of $5,104.22 (Ex. 38-R, lines 250-261, 317-319, 766-

777, 750-754).
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(b) During 1988, petitioner paid fees to other professionals
of $7,145.55 and printer expenses of $2,277.63, for a total
expenditure of $9,423.18 (Ex. 39-R, |ines 67-100, 680-692).

(c) During 1989, petitioner paid fees to other professionals
in the aggregate anount of $6,140.18 (Ex. 40-R, lines 91-119).

(d) During 1990, petitioner paid fees to other professionals
in the aggregate anount of $28,533.59. After reducing the anount
pai d by the $15, 000 paynent to M. Van Val kenburg, the total
expendi ture docunented by petitioner was $13,533.59 (Ex. 41-R
i nes 538-585).

Petitioner is entitled to deduct |egal and professional fees
in each of the years at issue in the anounts summari zed above and
set forth in the chart at page 79 of this opinion.

e. Process Services

For the years at issue, petitioner clained deductions for

process services obtained as part of her |law practice as foll ows:

Year Anpunt
1987 $2, 482
1988 2,495
1989 915
1990 1, 822

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, a cunul ative anount of $2,482;

(b) for 1988, ampunts of $2,373 and $122, for a total anount

deduct ed of $2, 495;
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(c) for 1989, amounts of $607, $300 and $8, for a total
amount deducted of $915;

(d) for 1990, anmpunts of $1,816 and $7, for a total anount
of $1,823.Y

Qur review of the record reveals the follow ng:

(a) During 1987, petitioner paid, and respondent concedes
t he deductibility of, courier services totaling $2,541. 70 (Ex.
38-R lines 74-114).

(b) During 1988, petitioner paid, and respondent concedes
the deductibility of, process service fees totaling $2,373.28
(Ex. 39-R, lines 599-648).

(c) During 1989, petitioner paid, and respondent concedes
the deductibility of, process service fees and other
transportati on expenses totaling $570.70 (Ex. 40-R, lines 377-
398) .

(d) During 1990, petitioner paid, and respondent concedes
t he deductibility of, process server fees of $556.08 and
nessenger service fees of $1,353.08, the total of which is
$1,909. 16 (Ex. 41-R lines 506-524, 607-646).

Petitioner is entitled to deduct process service and

transportati on expenses in each of the years at issue in the

YAl t hough the anpbunts shown on M. Aunan’s workpapers tota
$1,823, the amount clained on the tax return was $1, 822.
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anounts summari zed above and set forth in the chart at page 79 of
t hi s opi ni on.

f. Court Fees

For the years at issue, petitioner clained deductions for

court fees paid in connection with her law practice as foll ows:

Year Anpbunt
1987 $2, 002
1988 7,458
1989 9,104
1990 6, 699

M. Aunan’s wor kpapers reveal that the follow ng entries
conpri sed the deducted anounts:

(a) For 1987, anmounts of $357, $1,924, and $221, for a total
anount deducted of $2,002 (it appears that a conputational
m st ake was made here as the total of the |isted ambunts is
$2, 502) ;

(b) for 1988, anmounts of $6,176 and $1,282, for a total
amount deduct ed of $7, 458;

(c) for 1989, anounts of $7,890, $955, and $259, for a total
amount deducted of $9, 104;

(d) for 1990, amounts of $3,357, $20, $193, $2,196, and
$933, for a total amount deducted of $6, 699.

Qur review of the record reveals the foll ow ng:

(a) During 1987, petitioner paid, and respondent concedes

the deductibility of, court fees of $1,933.65 (Ex. 38-R, I|ines
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353-423) and $759 (Ex. 38-R, lines 966-995), for a total anopunt
docunented of $2, 692. 65.

(b) During 1988, petitioner paid, and respondent concedes
the deductibility of, court fees of $1,548.25 (Ex. 39-R, |ines
386-433), $2,947.88 (Ex. 39-R, lines 437-530), and $57.50 (Ex.
39-R, lines 1647-1654), for a total anpunt docunented of
$4, 553. 63.

(c) During 1989, petitioner paid, and respondent concedes
the deductibility of, court fees of $10.61 (Ex. 40-R 1line 220),
$944.57 (Ex. 40-R, lines 270, 272-326), and $7,316.23 (Ex. 40-R
lines 662-729, 731-752, 754-755, 757, 759-760, 762-789, 793, 797-
800, 804, 806, 808-812, 815-825, 827-844), for a total anount
docunment ed of $8, 271. 41.

(d) During 1990, petitioner paid, and respondent concedes
the deductibility of, court fees of $3,113.45 (Ex. 41-R, |ines
435-502) and expert fees of $3,796.57 (Ex. 41-R lines 589-603),
for a total anmpbunt docunented of $6,910. 02.

Petitioner is entitled to deduct court and expert fees in
each of the years at issue in the anpbunts summari zed above and as
set forth in the chart at page 79 of this opinion.

g. Contract Services

For the years at issue, petitioner clained deductions for
contract services obtained as part of her |aw practice as

foll ows:
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Year Anpbunt
1987 $4, 637
1988 10, 618
1989 9,617
1990 10, 079

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, ampunts of $3,849 and $788, for a total anount
deduct ed of $4, 637,

(b) for 1988, a cunul ative anount of $10, 618;

(c) for 1989, ampunts of $9,490 and $127, for a total anount
deduct ed of $9, 617,

(d) for 1990, a cunul ative anmount of $10,079.

Qur review of the record reveals the foll ow ng:

(a) During 1987, petitioner paid, and respondent concedes
t he deductibility of, contract services of $3,849.52 (Ex. 38-R
lines 39-60) and $788.25 (Ex. 38-R, lines 790-799), for a total
amount docunent ed of $4,637.77.

(b) During 1988, petitioner paid, and respondent concedes
t he deductibility of, contract services of $10,759.31 (Ex. 39-R
i nes 696-755).

(c) During 1989, petitioner paid, and respondent concedes
t he deductibility of, contract services of $9,748.39 (Ex. 40-R

lines 575-658 (excluding itens conceded by petitioner)).
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(d) During 1990, petitioner paid, and respondent concedes
the deductibility of, contract services of $10,079.24 (Ex. 41-R
[ines 18-49).
Petitioner is entitled to deduct anounts paid for contract
services in each of the years at issue in the anbunts sunmari zed
above and set forth in the chart at page 79 of this opinion.

h. Mbvi ng Expenses

For 1987, petitioner clainmd a deduction for nobving expenses
in the amount of $3,258. M. Aunan’s workpapers reveal that the
anount deducted consi sted of expenses of $412 and $2,846. Cur
review of the record reveals that petitioner paid, and respondent
concedes the deductibility of, office nmoving expenses of $412.25
(Ex. 38-R, lines 336-340) and $2,845.82 (Ex. 38-R, lines 169-
173), for a total anobunt documented of $3,258.07.

Petitioner is entitled to deduct noving expenses of
$3, 258. 07 for 1987, as conceded by respondent and as shown on the
chart at page 79 of this opinion.

i. lnsurance
For the years at issue, petitioner clained deductions for

i nsurance paid in connection with her |aw practice as foll ows:

Year Anpunt
1987 $514
1988 3,677
1989 3,745

1990 3, 565
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M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, a cunul ative anobunt of $514;

(b) for 1988, a cunul ative amount of $3,677;

(c) for 1989, ampunts of $3,578 and $167, for a total anount
deduct ed of $3, 745;

(d) for 1990, anounts of $376, $397, and $2,792, for a total
amount deduct ed of $3, 565.

Qur review of the record reveals the foll ow ng:

(a) I'n July, Novenber, and Decenber 1987, petitioner paid
amounts to State Farm I nsurance totaling $414.92, all of which
respondent concedes are deductible (Ex. 38-R, lines 311-313).

(b) At various tinmes during 1987, petitioner also paid for
enpl oyee health insurance fromBlue Cross/Blue Shield and trave
i nsurance from Sid Murray Co. and Mutual of Omaha in anmounts
totaling $541.97, all of which respondent concedes are deductible
(Ex. 38-R, lines 232-241). Sonme nonthly paynments to Bl ue Cross/
Blue Shield are not |isted and appear to be m ssing.

(c) At various times during 1987, petitioner also paid
addi tional anpbunts to State Farm I nsurance ($342.27) (Ex. 38-R
lines 1017-1018) and the Adm nistrator MSBA Plan ($21.60) (Ex.
38-R, line 1021) that respondent does not concede but we concl ude

are deducti bl e.
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(d) During 1988, petitioner nmade paynents to Bl ue Cross/Bl ue
Shield for enployee health insurance ($1,010.32) (Ex. 39-R, lines
104- 110), DCA for unspecified insurance ($397) (Ex. 39-R, lines
126-127), and M nnesota Departnent of Jobs & Training for
unenpl oynment conpensation insurance ($382.44) (Ex. 39-R lines
140- 147), all of which respondent concedes are deducti bl e.

(e) During 1988, petitioner also nade paynents of $1, 586.90
to State Farm I nsurance Co. for office and equi pnment insurance
and for car insurance (Ex. 39-R lines 116-125), $144.03 to
Confederation Life Insurance Co. for office insurance (Ex. 39-R,
lines 111-114), and $39 to Mutual of Oraha and Sid Murray Co. for
travel insurance (Ex. 39-R, lines 115, 131-132). Although
respondent does not concede that these anounts are deductible, we
hol d that the above-listed itens are deductible, and we note that
respondent has conceded simlar itens for 1989.

(f) During 1989, petitioner nmade paynents to State Farm
| nsurance for office insurance, to Sid Murray Co. and Miutual of
Omaha for travel insurance, to Blue Cross/Blue Shield for
enpl oyee health insurance, to Confederation Life Insurance Co.
for office insurance, to Lutheran Brotherhood for office
i nsurance, and mi scel | aneous ot her conpanies, totaling $2, 768. 80,
all of which respondent concedes are deducti bl e.

(g) During 1989, petitioner paid additional office insurance

t hat respondent does not concede is deductible but that we hold
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i s deductible. The additional docunented amounts total $1,096.51
(Ex. 40-R, lines 474-476, 479, 481-482).

(h) During 1990, petitioner paid enployee |ife insurance,
enpl oyee health insurance, and workers’ conpensation and
unenpl oynment insurance totaling $1,543.64, all of which
respondent concedes are deductible (Ex. 41-R |lines 9-14, 842-
843; SSR dated 9/10/99).

(1) During 1990, petitioner also nmade paynents to Bl ue
Cross/Blue Shield, Sid Murray Co. and Mutual of Omaha for office
and travel insurance ($518.98) that petitioner docunented and
respondent concedes are deductible (Ex. 41-R, |ines 365-368, 378-
379).

(j) During 1990, petitioner nmade ot her insurance paynents,

t he anbunt and busi ness purpose of which she docunented at trial.
Al t hough respondent does not concede that these paynents are
deducti ble, we hold that they are deducti bl e because petitioner
has credibly testified with regard to their business purpose.

The paynents total $1,303.19 (Ex. 41-R, line 369).

Petitioner is entitled to deduct business insurance that she
paid in each of the years at issue in the anmounts summari zed
above and shown on the chart at page 79 of this opinion.

j. Uilities
For the years at issue, petitioner clained deductions for

utilities as foll ows:
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Year Anpbunt
1987 $838
1988 3,784
1989 6, 152
1990 3,515

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, a cunul ative anobunt of $838;

(b) for 1988, ampunts of $2,449, $1,318, $14, and $3, for a
total anopunt deducted of $3,784;

(c) for 1989, anounts of $1,257, $4,404, $458, and $33, for
a total anopunt deducted of $6, 152;

(d) for 1990, amounts of $3,385, $17 and $113, for a total
amount deducted of $3, 515.

Qur review of the record reveals the follow ng:

(a) For 1987, petitioner docunented, and respondent conceded
the deductibility of, $1,572.19 and $333.45 of paynments to
Nort hwestern Bell (Ex. 41-R lines 142-143, 146-148, 1068-1069,
and SSR dated 9/10/99, line 1093) and utility paynents to NSP in
Cct ober and Decenber of $419.21 (Ex. 38-R, lines 825-826), for a
total anopunt docunented of $2, 324. 85.

(b) For 1988, petitioner docunented, and respondent conceded
the deductibility of, telephone expenses paid to Anerican Pagi ng,
US West, and Northwestern Bell of $2,757.51 (Ex. 39-R lines 315-
326, 328, 330, 333-334). Petitioner also docunented, but

respondent does not concede the deductibility of, utility
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expenses paid to NSP totaling $1,317.82 (Ex. 39-R I|ines 668-
676). Because petitioner has substantiated the paynents to NSP
whi ch are consistent with utility paynents in other years that
respondent did concede, we conclude that the paynents to NSP
during 1988 are deductible utility expenses.

(c) For 1989, petitioner docunented, and respondent concedes
t he deductibility of, paynments to NSP of $1,715.43 (Ex. 40-R,
lines 357-363, and SSR dated 9/10/99) and tel ephone and Metagram
expenses totaling $4,331.05 (Ex. 40-R lines 331-334, 337-344,
346-347, 349-351, 353).

(d) For 1990, petitioner docunented paynents of $3,401.87
(the amount of which equals the sumof two of the three entries
on M. Aunan’s workpapers) (Ex. 41-R, lines 330-354). O the
paynments docunented, respondent concedes the deductibility of
certain paynents made to US West Cel lular, NSP, Anmerican Pagi ng,
AT&T, and US West Communi cations totaling $3,012.53 (Ex. 41-R
i nes 335-345, and SSR dated 9/10/99). Petitioner testified at
trial that she was entitled to additional anounts for cellular
phone service and for certain AT&T expenses for the office
phones. W accept petitioner’s testinony as credi ble, and we
al | ow her additional phone expense of $233.74 (Ex. 41-R, lines
331-334, 346, 348).
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Petitioner is entitled to deduct utility expenses in each of
the years at issue in the amobunts sunmari zed above and shown on
the chart at page 79 of this opinion.

k. Supplies
For the years at issue, petitioner clained deductions for

suppl i es purchased for her |aw practice as foll ows:

Year Anpunt
1987 $4,174
1988 12, 297
1989 13, 139
1990 7, 263

M. Aunan’s wor kpapers, which describe this category of
expenses as “Ofice Supplies & Postage”, reveal that the
follow ng entries conprised the deducted anounts:

(a) For 1987, anounts of $2,106, $653, and $1, 415, for a
total anount deducted of $4,174;

(b) for 1988, ampunts of $4,076, $1,195, $5,932, and $1, 094,
for a total anount deducted of $12,297;

(c) for 1989, amounts of $6,762, $2,088, $378, $1, 450,
$2,422, and $39, for a total anpunt deducted of $13, 139;

(d) for 1990, anounts of $1, 423, $3,307, $619, and $1, 914,
for a total anmount deducted of $7,263.

Qur review of the record reveals the follow ng:*®

8petiti oner disputes respondent’s failure to allow
addi tional expenditures that she made and deducted as office
supplies. In many but not all instances, petitioner credibly
(continued. . .)
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(a) During 1987, petitioner paid for, and docunented for
purposes of this case, office supplies and postage summari zed

bel ow, the deductibility of which respondent has conceded:

O fice postage $653. 36 (Ex. 38-R, |ines 4-29)
O fice supplies 2,015.75 (Ex. 38-R, lines 427-481,
excl . 438, 445, 447, 455)
Sec. B postage 359. 37 (Ex. 38-R, lines 918-932)
Sec. B supplies 1,181.29 (Ex. 38-R, lines 938-951,
excl. 947)
Tot al 4,209. 77

(b) During 1988, petitioner paid for, and docunented for
purposes of this case, office supplies and postage sumrari zed

bel ow, the deductibility of which respondent has conceded:

O fice supplies $3,607.36 (Ex. 39-R, lines 197-259 (in
anount al |l owed col um))

O fice supplies 2,960.81 (Ex. 39-R, lines 271-309)

Post age, etc. 2,520.70 (Ex. 39-R, lines 542-573)

Sec. B off. supplies 183.82 (Ex. 39-R lines 1313-1433
(in amount all owed col um))
Sec. B postage 141.99 (Ex. 39-R |lines 1571-1589)
Tot al 9,414. 68
(c) During 1989, petitioner paid for, and docunented for
pur poses of this case, office supplies and postage sumrari zed

bel ow, the deductibility of which respondent has conceded:

18( ... continued)
testified regardi ng the business purpose of the expenditure at
trial, and/or the docunentation presented at trial contains a
cont enpor aneous notation of the business purpose of the item In
addi tion, respondent has conceded the deductibility of other
expenses that could be categorized as supplies. W shall account
for these additional expenses as m scell aneous expenses later in
this anal ysi s.
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O fice supplies $7,954.92 (Ex. 40-R, |ines 4-87
(amount al l owed col umm pl us
line 65))

O fice postage 378.46 (Ex. 40-R, lines 123-127)

Ofice furniture 38.00 (Ex. 40-R line 214)

Post age 2,041.23 (Ex. 40-R, lines 432-468
(amount al | owed col umm))

Sec. B off. supplies 13.59 (Ex. 40-R, |ine 1445)

Sec. B postage 79.97 (Ex. 40-R lines 1451-1465)

Sec. B additional

suppl i es 279.28 (Ex. 40-R, lines 1666-1763

(amount al | owed col umm))

Tot al 10, 785. 45

(d) During 1990, petitioner paid for, and docunented for

purposes of this case, office supplies and postage summari zed
bel ow, the deductibility of which respondent has conceded:

O fice supplies $3,330.25 (Ex. 41-R, lines 210-260)

O fice expense 1,064.73 (Ex. 41-R, lines 264, 266-

267,271, 273-277, 279-285,
299, 302-304; SSR dated

9/ 10/ 99)
Copi er 844.36 (Ex. 41-R, lines 358-361)
Printing expenses 619.31 (Ex. 41-R, |ines 383-391)
Post age 1,422.78 (Ex. 41-R, |ines 395-415)

Sec. B off. supplies 1,151.08 (Ex. 41-R, lines 1242-1285
(amount al | owed col umm))
Sec. B off. msc. 117.63 (Ex. 41-R lines 1312-1343
(amount al | owed col umm))
Sec. B postage (cash) 108.45 (Ex. 41-R lines 1348-1363)
Sec. B credit card 2,501.32 (Ex. 41-R lines 1395-1424
(amount al | owed col umm))

Sec. B printing 17.21 (Ex. 41-R, line 1598)
Sec. Ccredit card 244.14 (Ex. 41-R, lines 1668- 1669,
1679-1681)
Tot al 11, 421. 26

Petitioner is entitled to deduct paynents nade for supplies
in each of the years at issue in the anounts summari zed above and

shown on the chart at page 79 of this opinion.
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| . Wages and Empl oyee Benefits

For the years at issue, petitioner clained deductions for
wages and enpl oyee benefits paid in connection with her |aw

practice as foll ows:

Year Wages Empl oyee Benefits
1987 $13, 991 $2, 057
1988 19, 203 2,243
1989 26, 238 5,274
1990 29, 054 3,998

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, the wage deduction was derived by addi ng
expendi tures of $3,042 and $10, 949, and the enpl oyee benefit
deduction was an aggregate amount of $2, 057.

(b) For 1988, the wage deduction was derived by addi ng
expendi tures of $15,766 and $3,437, and the enpl oyee benefit
deduction was derived by addi ng expenditures of $2,076, $134, and
$33.

(c) For 1989, the wage deduction was derived by addi ng
expendi tures of $22,270 and $3,968, and the enpl oyee benefit
deduction was derived by addi ng expenditures of $3,275, $1, 314,
$437, and $248.

(d) For 1990, the wage deduction was an aggregate anmount of
$29, 054, and the enpl oyee benefit deduction was derived by adding
expendi tures of $3,797, $62, $109, and $30.
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Qur review of the record reveals the foll ow ng:

(a) During the years at issue, petitioner enployed one or
nore enpl oyees in her law office and nmai ntained a payroll account
t hrough whi ch she paid her enployees’ salaries and rel ated
wi t hhol di ngs.

(b) Petitioner did not introduce into evidence at trial al
of her payroll records or her Fornms W2, Wage and Tax Statenent,
for the years at issue. Nevertheless, petitioner’s testinony and
ot her docunents establish that petitioner paid salaries,
enpl oynent taxes, and enpl oyee benefits during each of the years
at 1ssue.

(c) For 1987, petitioner docunented expenses characterized
as enpl oyee benefit expenses of $1,159.55 (Ex. 38-R, lines 174-
183), six deposits into the payroll account on various dates in
May, Novenber, and Decenber 1987 totaling $3,041.72 (Ex. 38-R,
lines 816-821), and additional salary and daycare paynents of
$946.86 in August 1987 (Ex. 38-R, lines 1112-1117), the
deductibility of which respondent has conceded.

(d) For 1988, petitioner docunented sal ary paynments of
$15,766. 34 (Ex. 39-R lines 833-865), additional salary paynents
of $1,218.52 to Cynthia O Ransom during May 1988 (Ex. 39-R
i nes 1294-1297), and daycare expenses in April and May 1988 of
$72 (Ex. 39-R, lines 1291-1293), the deductibility of which

respondent has conceded.
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(e) For 1989, petitioner docunented salary paynents of
$22,288.21 (Ex. 40-R, lines 509-532) and daycare expenses of
$1,591.80 paid for one of her enployees (Ex. 40-R, lines 551-
571), the deductibility of which respondent has conceded.

(f) For 1990, petitioner docunented sal ary paynents of
$6, 658.20 (Ex. 41-R lines 98-116) and $18,707.32 (Ex. 41-R
i nes 856-873), the deductibility of which respondent has
conceded.

Al t hough petitioner did not introduce all of her payrol
records into evidence, we are convinced that her failure to do so
was nore likely than not the result of the sheer vol une of
docunentation with which she was dealing at trial and the | ack of
attention paid by both petitioner and respondent to the actual
Schedul e C categories. Petitioner, however, credibly testified
at trial that she paid salaries, a telephone allowance, life
i nsurance, health insurance, school and summer childcare
expenses, and aut onobil e expenses (including car insurance, a gas
al | onance, and car paynents) to or for the benefit of her
enpl oyees during 1987, 1988, and part of 1989. W also note that
t he docunented anmounts if annualized woul d generate an annual
figure consistent wwth, or larger than, the amobunts clainmed on
petitioner’s Schedules C for the years at issue. W shall apply
the Cohan rule to uphold petitioner’s wage and enpl oyee benefits

deductions for each of the years at issue.
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Petitioner paid wages and provi ded enpl oyee benefits in the
anounts deducted in each of the years at issue as shown on the
chart at page 79 of this opinion.

m Car and Truck

For the years at issue, petitioner clained deductions for
car and truck expenses paid in connection with her |aw practice

as foll ows:

Year Anpunt
1987 $6, 672
1988 8, 807
1989 5,354
1990 110, 399

Thi s amount includes car |ease paynents of $7,159 cl ai ned
as rent.

M. Aunan’s wor kpapers reveal that the follow ng itens of
car and truck expenses were taken into account in calculating the

deductions for the years at issue:

Year Car | ease Repairs Gas Tot al
1987 $3, 634 $1, 647 $76

1, 398 300 54 $7, 109

1988 6, 228 631 2,689 9, 548
1989 5, 190 519
71

3 5, 783
1990 8,076 1,424 517
601 33

877 11, 528
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Qur review of the record reveals the foll ow ng:

(a) During 1987, 1988, and 1989, petitioner |eased two cars
for business purposes--a 1988 Toyota Camry from W| kens Toyota
for general office use (driven by the process server, |aw clerk,
courier, and petitioner) and a 1987 Toyota Tercel fromGE Credit
Aut o Leasing for her secretary’s use. Petitioner had another car
for her personal use.

(b) During 1990, petitioner |eased three cars for business
pur poses--a Toyota Tercel, a Toyota Camry, and a Hyundai that was
| eased in March 1990.

(c) For 1987, petitioner docunented, and respondent concedes
the deductibility of, car expenses of $2,426.15 (Ex. 38-R, lines
283-297), $5,099.07 (Ex. 38-R, lines 1005-1015), and $1, 231 (Ex.
38-R, lines 809-812; SSR dated 9/10/99), for a total anount
docunented of $8, 756. 22.

(d) For 1988, petitioner docunented, and respondent concedes
the deductibility of, car expenses of $7,582.50 (Ex. 39-R, lines
355-382; SSR dated 9/10/99), $478.90 (Ex. 39-R lines 577-595),
and $439.82 (Ex. 39-R, lines 1744-1764; SSR dated 9/10/99), for a
total anpunt docunented of $8,501.22.

(e) For 1989, petitioner docunmented, and respondent concedes
the deductibility of, car expenses of $4,409.13 (Ex. 40-R, lines
223-239; SSR dated 9/10/99), $1,236.30 (Ex. 40-R Ilines 402-428),
$748. 78 (Ex. 40-R, lines 1533-1538, 1540-1559; SSR 9/10/99), and
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$43.90 (Ex. 40-R, lines 1787-1790), for a total anmount docunented
of $6, 438. 11.

(f) For 1990, petitioner docunented, and respondent concedes
t he deductibility of, car expenses of $7,713.61 (Ex. 41-R, lines
1176-1222; SSR dated 9/10/99), and $245.44 (Ex. 41-R, |ines 1483-
1496), for a total amount docunented of $7,959. 05.

Petitioner paid car and truck expenses in connection with
her | aw practice in each of the years at issue in the amounts
summari zed above and shown on the chart at page 79 of this
opi ni on.

n. Rent
For the years at issue, petitioner clained deductions for

rent in connection with her law practice as foll ows:

Year Anpunt

1987 $11, 460
1988 10, 256
1989 9, 706
1990 16, 175

Total rent expense clainmed ($13,334) reduced by car |ease
paynents ($7,159) that were included as part of rent expense on
petitioner’s 1990 return.

M. Aunan’s wor kpapers show totals only and do not contain any
information identifying the rental expenses cl ai ned.

Qur review of the record reveals the foll ow ng:

(1) During each of the years at i1issue, petitioner |eased

of fice space that she used for her |aw practice.
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(2) During 1987, petitioner entered into a predevel opnent
purchase agreenent for office space described as Suite 11, 1410
Energy Park Drive, that required her to pay $85,000 for the
of fice once the devel opnent work was conpl eted. For
approxi mately 4 nonths before petitioner actually noved into
Suite 11, she rented Suite 8 and used it as her tenporary |aw
office. Petitioner paid $955 per nonth to the Trah Partnership
for 4 nonths (Ex. 38-R lines 164-165, 1066-1067), and respondent
has conceded that these anpbunts are deducti bl e.

(3) In July 1987, petitioner noved into Suite 11 but did not
cl ose on the purchase agreenent because she could not get the
devel oper to schedule the closing. Petitioner maintained her |aw
office in Suite 11 until 1990 when the developer’s interest in
the property, 1410 Energy Park Drive, was forecl osed.

(4) When petitioner first noved into Suite 11 in July 1987,
she agreed to pay rent at the rate of $1,239.47 per nonth until
the cl osi ng under the purchase agreenment was held. Petitioner
expected this arrangenent to be of short duration. No closing,
however, was ever scheduled. Sonetine after she noved into Suite
11, petitioner ceased paying rent to the developer in an effort
to force a closing under the purchase agreenent. Petitioner was
sued for unpaid rent and resolved the litigation by escrow ng

approximately $10,000 in 1990 to settle the claim However, the
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escrowed funds were not released, if at all, until sonmetine after
1990.

(5) Petitioner paid architect and designer fees with respect
to Suite 11. Petitioner also paid for the inprovenents nade to
Suite 11.

(6) In Cctober 1989, petitioner’s |aw office was
burgl ari zed. The burglary caused damage to the doorway, but the
devel oper refused to repair the danage. Petitioner nade the
necessary repairs.

(7) By the time petitioner’s tax returns for the years at
i ssue were prepared, the developer’s interest in 1410 Energy
Drive had been foreclosed. It is reasonable to assune,
therefore, that all anounts paid with respect to Suite 11 during
the years at issue, except for the devel opnment costs that were
depreciated (Ex. 38-R, lines 222-228) and the interest on the
busi ness | oan, were deducted by M. Aunan as rent. However, the
record does not give us sufficient information to estimate the
anmount of rent or rent equivalent that petitioner paid during
1988- 90.

We conclude that petitioner paid rent for her |law office
during 1987 in the amobunt of $3,820, as shown on the chart at
page 79 of this opinion. W lack sufficient information to

estimate petitioner’s rent expense for 1988-90.



0. Taxes
For the years at issue, petitioner clained deductions for

taxes as foll ows:

Year Anpbunt
1987 $1, 235
1988 4,908
1989 5,051
1990 10, 601

M. Aunan’s wor kpapers, which describe the tax expense
category as “P/R Taxes”, reveal that the followng entries
conpri sed the deducted anounts:

(a) For 1987, anmounts of $491 and $744, for a total anopunt
deduct ed of $1, 235;

(b) for 1988, ampunts of $382 and $4,526, for a total anount
deduct ed of $4, 908;

(c) for 1989, a single amobunt of $2,799 is listed, but the
final expense figure shown on M. Aunan’s workpapers is $5, 051,
the total anpbunt deducted on petitioner’s return;

(d) for 1990, a total anount of $10, 601.

Qur review of the record reveals the foll ow ng:

(a) For 1987, petitioner docunented two paynents to the |IRS,
i n Septenber and Decenber 1987, and one paynent to the Comm ssion
of Revenue, in Septenber 1987, totaling $490.98 (Ex. 38-R, lines
803-805). Respondent concedes the deductibility of these

paynents.
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(b) For 1988, petitioner docunented $5,113.77 of paynments to
the | RS ($4,034.98) and the M nnesota Departnent of Revenue
($850.90) and deposits into petitioner’s payroll account
($227.89) covering the nonths of February, My, July, August, and
Cctober 1988 (Ex. 39-R, lines 652-664). O the anbunts
docunent ed, petitioner concedes that $1,200.97 was deposited into
the payroll account (and presumably was cl ai ned as a wage
deduction), and respondent concedes the deductibility of the
paynments to the M nnesota Departnent of Revenue.

(c) For 1989, petitioner docunented $3,068.20 of paynments to
the IRS ($2,324.64) and to the M nnesota Departnment of Revenue,
the M nnesota Departnent of Jobs, the M nnesota UC Fund, the
Comm ssi oner of Revenue, and the Enpl oyee Benefit Adm nistration
($743.56) (Ex. 40-R, lines 257-266). Respondent conceded the
deductibility of all of these paynents.

(d) For 1990, petitioner docunented $11, 253. 01 of paynents
to the IRS ($9, 888.44), the Departnent of Revenue ($1, 167.19),
and the M nnesota Departnent of Jobs ($197.38) (Ex. 41-R, lines
809-838) but provided no information regarding the nature or
pur pose of the paynents. Respondent has not conceded that any of
t hese paynents is deductible.

(e) During each of the years at issue, petitioner paid wages
to enpl oyees and had an obligation to pay the enpl oyer’s share of

Federal | nsurance Contributions Act (FICA) and Feder al
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Unenpl oynment Tax Act (FUTA) taxes, see secs. 3111(a) and (b)(6),
3301, as well as the enployer’s share of State enpl oynent and
unenpl oynment taxes. Such taxes are deductible when paid in
carrying on the enployer’s trade or business. Sec. 162(a).
Al t hough we cannot precisely ascertain fromthe record the exact
anmount of FICA and FUTA taxes paid by petitioner, we shall apply
t he Cohan rule and al |l ow deductions for the enployer’s share of
FI CA and FUTA taxes, calculated on the wages that we have held
are deductible in each of the years at issue. The follow ng
rates were in effect with respect to FICA (ol d-age, survivors,
and disability insurance (sec. 3111(a)) and hospital insurance

(sec. 3111(b)(6))), and FUTA (sec. 3301) for each of the years at

i ssue:
Year FI CA FUTA

ad Age Hospi t al
1987 5.7 percent 1.45 percent 6 percent
1988 6. 06 percent 1. 45 percent 6. 2 percent
1989 6. 06 percent 1. 45 percent 6. 2 percent
1990 6.2 percent 1. 45 percent 6. 2 percent

Applying these rates to the wages all owed as deductions in each
of the years at issue results in deductions for the enployer’s

share of FICA and FUTA tax of $1,839.82 for 1987, $2,632.74 for
1988, $3,597.23 for 1989, '° and $4,023.98 for 1990.

®Respondent al ready has conceded that $2,324.64 of this
anmount is deductible. W have cal culated the anount allowed as a
deduction for 1989 to elimnate any duplication.
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Petitioner is entitled to deduct tax paynents in each of the
years at issue in the amobunts conceded by respondent and al |l owed
under the Cohan rule. The anobunts are shown on the chart at page
79 of this opinion.

p. Interest
For the years at issue, petitioner clained deductions for

interest paid in connection with her |aw practice as foll ows:

Year Anpunt
1987 $10, 034
1988 3, 053
1989 2,926
1990 2,070

M. Aunan’s wor kpapers include a workpaper |abel ed “Busi ness

Interest”, which contains the follow ng entries:

1987 1988 1989 1990

Citi bank MasterCard $260. 00 $319. 50 $365. 45 $258. 66
Amex CGol d

Citi bank Vi sa -- 202. 07 270. 63 235.71
Citi bank Preferred -- -- 232.16 581. 82
First Card 365. 93 790. 58 910. 97 870. 01
Amex Green 1.47 17. 04 81. 37
TCF Vi sa 284. 59

65%.93 1,3&5.62 2,080. 84 2,05}.57
The total amount of credit card interest in each year was then
rounded and added to amounts characterized as “Capital Loan” to
arrive at the total business interest deducted in each of the

years at issue:
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Year Credit Card Capital Loan Tot al

1987 $626 $9, 408 $10, 034
1988 1, 314 1,739 3, 053
1989 2,081 845 2,926
1990 2,028 42 2,070

Qur review of the record reveals the foll ow ng:

(a) Petitioner maintained various credit card accounts that
she used for business purposes during the years at issue.

(b) During each of the years at issue, petitioner paid
i nterest expense attributable to her business use of her credit
card accounts.

(c) Petitioner docunented interest expense paid on her
Ci tibank Visa account for 1988 of $202.07.

(d) Petitioner docunented, and respondent concedes the
deductibility of, interest expense paid on petitioner’s C tibank
Mast er Card account for 1989 of $390.62 (Ex. 40-R lines 1841,
1848, 1852).

(e) Petitioner docunented the existence of a business | oan
wi th ANB, the purpose of which was to finance | easehold
i mprovenents. The face anount of the |oan was $19, 342. 33, and it
carried an annual interest rate of 10.25 percent.

(f) Petitioner docunented that she paid interest on the
business loan in the foll owi ng amounts: 1988--%$1, 738.71, 1989--
$844. 55, 1990--%$42. 44.

Al t hough petitioner did not introduce all of her credit card

records for each of the years at issue into evidence, we are
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satisfied fromthe docunentation that was introduced that
petitioner maintained the credit card accounts in question and
that she used themfor her law practice. W are also satisfied
that, at the tinme M. Aunan prepared petitioner’s returns for the
years at issue, he had docunentation of the credit card interest
paid by petitioner during the years at issue.

Wth respect to the capital |oan interest deducted,
petitioner produced copies of information returns that confirnmed
the interest expense paid with respect to petitioner’s business
| oans for 1988, 1989, and 1990. The anounts docunented
corresponded exactly wth the anobunts shown on M. Aunan’s
wor kpapers. Al though petitioner did not introduce into evidence
copies of her interest statenents for 1987, we believe that there
is a sufficient factual predicate in the record to support a
finding that petitioner incurred interest expense attributable to
her business |oans and credit card accounts as clained on her
1987 Schedul e C.

Petitioner paid interest expenses as clainmed on her
Schedules C for the years at issue and reflected on the chart at
page 79 of this opinion.

g. Travel
For the years at issue, petitioner clained deductions for

busi ness travel as foll ows:
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Year Anpbunt
1987 $1, 039
1988 --

1989 1, 601
1990 1, 988

M. Aunan’s workpapers reveal that the following entries
conpri sed the deducted anounts:

(a) For 1987, a cunul ative anount of $1, 039;

(b) for 1989, a cunulative anount of $1,601;

(c) for 1990, ampunts of $12 and $1,976, for a total anount
deduct ed of $1, 988.

M. Aunan’s workpapers also show a $9 entry for travel for 1988,
but that amount was not deducted as travel on petitioner’s 1988
Schedule C. Instead, it appears M. Aunan added the $9 itemto
M scel | aneous Expense and deducted it as such on petitioner’s
1988 Schedul e C

Qur review of the record reveals the foll ow ng:

(a) For 1987, petitioner docunented, and respondent concedes
the deductibility of, business travel expenses of $520, $53.07,
$104. 74, $258, $10, $310, and $310, totaling $1,565.81 (Ex. 38-R
lines 1134, 1190-1191, 1193-1196).

(b) For 1988, petitioner docunented, and respondent concedes
the deductibility of, business travel expenses (including baggage
and flight insurance) totaling $832.50 (Ex. 39-R, lines 1841-
1843, 1878-1880).
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(c) For 1989, petitioner docunmented, and respondent concedes
t he deductibility of, business travel expenses totaling $947
(Ex.40-R, lines 1849-1851).

(d) For 1990, petitioner docunmented, and respondent concedes
t he deductibility of, business travel expenses of $856.13 (EXx.
41-R, lines 1374-1385) and $463.59 (Ex. 41-R lines 1661-1663),
for a total of $1,319.72.

Petitioner paid business travel expenses during each of the
years at issue in the amounts summari zed above and reflected in
the chart at page 79 of this opinion.

r. Advertising and Meals & Entertai nnent

For the years at issue, petitioner clained deductions for
advertising and for neals and entertainment in connection with

her |aw practice as foll ows:

Year Adverti si ng Meal s & ent. Tot a
1987 $98 $896 $994
1988 160 1, 961 2,121
1989 513 795 1, 308
1990 2, 384 3, 286 5,670

M. Aunan’s wor kpapers reveal that the follow ng entries
conpri sed the deducted anounts:

(a) For “Pronotion & Advertising”, cunulative anmounts of
$98, $160, and $513 for 1987, 1988, and 1989, respectively, and
amounts of $1,253 and $1, 131, for a total anpunt deducted of

$2,384 for 1990;
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(b) for entertai nment, anmpunts of $951 and $169, totaling
$1,120 for 1987; anmpunts of $2,093, $316, and $42, totaling
$2, 451 for 1988; amounts of $472 and 522, totaling $994 for 1989;
and amobunts of $1, 844, $478, $269, and $1,516, totaling $4, 107
for 1990 before application of the section 274(n) limtation.

Qur review of the record reveals the foll ow ng:

(a) Petitioner maintained volum nous records to docunent
her practice of entertaining, and purchasing gifts for, clients,
enpl oyees, referral sources, judges, and other nenbers of the
| egal community throughout the years at issue.

(b) I'n his notices of deficiency, respondent did not assert
section 274 as a ground for disallowng any of petitioner’s
deductions for business pronotion/advertising or for meals and
entertai nment. Respondent only asserted a section 162 standard
as the basis for his proposed disall owance of petitioner’s
deduct i ons.

(c) Petitioner testified extensively at trial regarding the
identity of the person who was entertained or to whoma gift was
given, as well as the business purpose of many of the i ndividual
itenms conprising her business pronotion and neal s and
entertai nment expenses. The date and amount of the expenditures
wer e docunented by invoices, canceled checks, credit card and

ot her receipts, and other records. In sone cases, receipts
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retained by petitioner as part of her business records were no
| onger | egi bl e.

(d) For 1987, petitioner presented docunentation of the
follow ng expenditures that were listed on Exhibit 38-Rin the

foll ow ng categories:?

Cat egory Li ne Nos. Anpunt
Bachman’ s (bus. gifts) 64- 70 $118. 96
Client entertai nment 485-521 971. 63
Credit cards 1171, 1173, 1175, 1,496.72

1181-1189, 1192,
1197- 1232

(e) For 1988, petitioner presented docunentation of the
follow ng expenditures that were listed on Exhibit 39-R in the

foll ow ng categori es:

Cat egory Li ne Nos. Anpunt
Client & enployee gifts
& ent ert ai nment 1183- 1297 $8, 126. 48
Client gifts 1593- 1608 139. 46
Enpl oyee benefits 1612-1637 195. 49
Ofice party 1641- 1643 131. 66
Client entertai nnment 1677-1740 935. 18

O the expense itens listed on Iines 1183-1297, respondent
conceded that $2,266.55 was deductible, and the nature of the
expenses indicates that they were not entertai nnent expenses.

During trial, petitioner conceded that sone of the itens were not

2petitioner “conceded” several of the snaller expense
itens; i.e., she did not offer any additional evidence regarding
t hem because she was interested in getting to the “large itens”.
She did not concede that the itens were not deductible, however,
and she did docunent the date and anount of the expense and the
identity of the payee as reflected on Exhibits 38-R through 41-R
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deductible and testified that other itens were m sclassified but,
nevert hel ess, were deducti bl e busi ness expenses.

(f) For 1989, petitioner presented docunentation of the
follow ng expenditures that were listed on Exhibit 40-R in the

foll ow ng categori es:

Cat egory Li ne Nos. Anmount
Client gifts 148- 162 $465. 13
Enmpl oyee & client

gifts & entertai nment 950- 1076 3, 365. 06
Client gifts 1469- 1481 178. 62
Client entertai nnent 1485- 1529 747. 61
Aneri can Express 11796- 1835 1,118.95

!Sone of these itens, which do not appear to be neal or
entertai nment expenses, have been conceded by respondent. The
anount shown has been reduced by the conceded anounts.

(g) For 1990, petitioner presented docunentation of the
follow ng expenditures that were listed on Exhibit 41-Rin the

foll ow ng categori es:

Cat egory Li ne Nos. Anmount
Busi ness pronotion 151- 166 $1, 252. 94
Client gifts 193- 206 534. 09
Enpl oyee gifts 877-883 543. 37
Client entertai nnent 887-964 1, 909. 23
Busi ness pronotion 1303- 1306 429. 31
Client entertai nnent 1439- 1478 1,074.75
Client gifts 1579- 1593 484. 17

After review ng petitioner’s docunentation and testinony, we
have no doubt that a properly conducted audit of petitioner’s
meal s and entertai nnent and busi ness pronotion records coul d have
resulted in a reasonabl e dispute regardi ng whet her the

requi renents of section 162 have been satisfied wwth respect to
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each expense itemand, if so, whether section 274 shoul d operate
to preclude deductions for sone of the items. W also have no
doubt, however, that petitioner had deductible neals and
entertai nnent expenses and purchased deducti bl e business gifts
for clients, referral sources, and other professional people in
each of the years at issue. W also note that the docunentation
presented by petitioner that was reviewed and summari zed by
respondent in Exhibits 38-R through 41-R substantially exceeds

t he deductions clained by petitioner for advertising (business

pronotion) and neals and entertainment in each of the years at

i ssue:
Year Total on return Total on exhibits
1987 $994 $2,587. 31
1988 2,121 9,528. 27
1989 1, 308 5, 875. 37
1990 5,670 6, 227. 86

Recogni zing the flaws in each party’s position, we conclude only
that petitioner paid advertising/business pronotion and neal s and
entertai nment expenses in sufficient amounts to support the
deductions clained in each of the years at issue.

S. M scel | aneous

For the years at issue, petitioner clained deductions for

m scel | aneous busi ness expenses as foll ows:
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Year Anpbunt
1987 $355
1988 6, 424
1989 3, 343
1990 2,427

Aunan’ s wor kpapers reveal that the followi ng entries

conpri sed the deducted anounts:

(a)

For 1987, parking expenses of $35 and m scel | aneous

expenses of $320, for a total deducted of $355;

(b)

for 1988, travel expenses of $9 and m scel | aneous

expenses of $6,415, for a total deducted of $6, 424;

(c)
a total
(d)
expenses
Qur
(a)

expenses

for 1989, niscellaneous expenses of $2,878 and $465, for

deduct ed of $3, 343;

for 1990, m scell aneous expenses of $2,398 and parking
of $29, for a total deducted of $2,427.

review of the record reveals the foll ow ng:

During 1987, petitioner paid the follow ng Schedule C

t hat have not been previously allocated in this analysis

to any other Schedul e C category:
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Cat egory Ex./line Nos. Amount respondent ?
Vari ous 38- R/ 33-35 $223. 76 Yes
Par ki ng 38- R/ 118- 120 13. 25 Yes
Vari ous 38- R/ 130-133 371. 25 Yes
Vari ous 38- R/ 266- 267 12. 25 Yes
Vari ous 38-R/277-279 22.00 Yes
Vari ous 38-R/ 742-743 142. 68 Yes
Vari ous 38- R/ 758-762 357. 23 Yes
Vari ous 38- R/ 781-786 250. 61 Yes
Vari ous 38- R/ 860 30. 00 Yes
Vari ous 38- R/ 904-917 1, 131. 68 Yes
Vari ous 38- R/ 936 581. 00 Yes
Vari ous 38- R/ 958- 965,

998- 999,

1004 932. 96 Yes
Vari ous 38- R/ 1037 7.00 Yes
Vari ous 38- R/ 1042- 1044,

1046- 1050,

1053- 1055 1, 326. 08 Yes
Vari ous 38- R/ 1059 17. 23 Yes
Vari ous 38-R/1071-1075 165. 39 Yes
Vari ous 38- R/ 1087 37.00 Yes
Vari ous 38- R/ 1091 300. 00 Yes
Vari ous 38- R/ 1098-1108

1110 686. 10 Yes
Vari ous 38-R/ 1142 97. 85 Yes
Vari ous 38-R/ 1152 15. 00 Yes

6, 720. 32
(b) During 1988, petitioner paid the follow ng Schedule C
expenses that have not been previously allocated in this analysis

to any other Schedul e C category:
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Cat egory Ex./line Nos. Amount respondent ?
Var i ous 39-R/ 4-21 $1, 052. 20 Yes
Lut h. Broth. 39- R/ 128-130,

133-134 274. 62 No
CLE Book 39-R/ 138 40. 00 No
Vari ous 39- R/ 139 32.33 Yes
Vari ous 39- R/ 151-193 1,034.18 Yes

(1 ncluding 165) No

M sc. supp. 39- R/ 200, 203,

206,

209- 212 432. 82 No
M sc. supp. 39- R/ 214- 222,

226 1222.17 No
Vari ous 39- R/ 239- 240 110. 50 No
Vari ous 39- R/ 534-538 81. 25 Yes
Client exp. 39-R/1132-1134 5,111. 56 No
Vari ous 39- R/ 1437- 1567 535. 22 Yes
Vari ous 39-R/ 1787, 1791,

1802- 1803,

1805, 1810,

1812,

1815-1816 333.58 Yes
Vari ous 39- R/ 1826- 1828,

1830- 1832 290. 82 Yes
Vari ous 39- R/ 1839- 1840,

1845- 1846,

1849- 1855,

1857- 1858 151. 77 Yes
Vari ous 39- R/ 1864, 1870,

1876- 1877,

1881 165. 37 Yes

9, 868. 39

The anmpunt allowed with regard to these itens is based on
petitioner’s testinony at trial, which we find credible.

(c) During 1989, petitioner paid the follow ng Schedule C
expenses that have not been previously allocated in this analysis

to any other Schedul e C category:
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Cat egory Ex./line Nos. Anmount Respondent ?
Of. supp. 40-R/ 13 $34. 75 No
O f. supp. 40- R/ 15 19. 46 No
O f. supp. 40- R/ 16 151. 04 No
Of. supp 40- R/ 21- 24 74.51 No
O f. supp. 40- R/ 29- 30 14. 51 No
O f. supp. 40- R/ 40 5.25 No
O f. supp. 40- R/ 47 24. 85 No
O f. supp. 40- R/ 58- 60 160. 64 No
Cient exp. 40- R/ 209- 210 16. 70 Yes
Cient exp. 40- R/ 547 4, 000. 00 No
Cient exp. 40- R/ 805 17. 00 Yes
Cient exp. 40- R/ 826 2.00 No
Cient exp. 40- R/ 1181, 1182 1, 020. 47 No
Aut o 40- R/ 1533- 1536 38. 26 Yes
Par ki ng 40- R/ 1568- 1662 340. 31 Yes
O f. supp. 40- R/ 1682 142. 18 No
O f. supp. 40- R/ 1778 24.80 No
Of. supp. 40- R/ 1779- 1780 269. 25 Yes
Aut o 40- R/ 1816- 1817 261. 82 Yes
Vari ous 40- R/ 1831- 1833 237. 62 Yes
O f. subs. 40- R/ 1835 24.00 No
Vari ous 40- R/ 1842, 1847,

1854- 1856,

1858- 1860 330. 96 Yes

7,210. 38

(d) During 1990, petitioner paid the follow ng Schedule C
expenses that have not been previously allocated in this analysis

to any other Schedul e C category:
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Cat egory Ex./line Nos. Anpunt Respondent ?
M scel | . 41- R/ 265, 269,
270, 278,
286, 290,
307 $730. 49 No
O f. furn. 41- R/ 311- 3109,
321- 325 782. 75 No
Par ki ng 41- R/ 419-424 28. 50 Yes
Adm n. fees 41- R/ 528-529 20. 00 Yes
Court rpt. 41- R/ 533-534 192. 52 Yes
Fees to attys. 41- R/ 549 9, 051.55 No
(out of $15, 000)
Client fees 41- R/ 654- 655,
657- 659 255. 47 Yes
Client fees 41- R/ 656, 661 1, 640. 90 No
Enp. benef. 41- R/ 682- 686,
693- 699 842. 37 No
Rent al exp. 41-R/ 703-712 2,304. 35 Yes
Bus. prom 41- R/ 1303- 1304,
1306 364. 40 Yes
Prof. fee 41- R/ 1368 25. 00 Yes
Client fee 41- R/ 1390 1.62 Yes
Par ki ng 41- R/ 1501- 1503,
1505- 1524,
1530- 1574 241. 30 Yes
Aut o 41- R/ 1682- 1683 23.50 Yes
16, 504. 72

t. Reconci li ati on

A conparison of the Schedul e C expenses all owed pursuant to
the foregoing analysis with the Schedul e C expenses clai med on
petitioner’s Federal incone tax returns for the years at issue

reveal s the follow ng



is entitled to deduct in each of the years at issue. As

reflected in the chart, petitioner has substantiated Schedule C

expenses for each of the years 1987 and 1990 in excess of those

clainmed on her tax returns for those years. The chart also

1987 1988 1989 1990

Per Per Per Per Per Per Per Per
Ret urn Qpi ni on Ret urn Qpi ni on Ret urn Qpi ni on Ret urn Opi ni on
Advertising $98 $98. 00 $160 $160. 00 $513 $513.00 $2, 384 $2, 384. 00
Bank char ges 469 682. 00 1,035 1, 035. 00 120 120. 00 120 120. 00
Car & truck 6,672 8, 756. 22 8, 807 8,501. 22 5, 354 6, 438. 11 3, 240 7, 959. 05
Depr eci ati on 2,546 2,546.00 11,974 11, 974. 00 2,444 2,444.00 1, 467 1, 467. 00
Dues & pubs. 2,337 4,471.04 3, 867 4, 038. 56 2,675 2, 653. 00 4,095 2,311. 97
Enpl oyee ben. 2,057 2,057. 00 2,243 2, 243.00 5,274 5, 274. 00 3,998 3, 998. 00
I nsurance 514 1, 320.76 3,677 3, 559. 69 3,745 3, 865. 31 3, 565 3, 365. 81
I nterest 10, 034 10, 034. 00 3, 053 3, 053. 00 2,926 2,926. 00 2,070 2,070. 00
Legal & prof. 5,104 5,104. 22 7,239 9,423.18 6,128 6,140.18 13,536 13, 533. 59

Rent 11, 460 3,820.00 10, 256 --- 9, 706 --- 13, 334 ---
Suppl i es 4,174 4,209.77 12,297 9,414.68 13,139 10, 785. 45 7,263 11, 421. 26
Taxes 1,235 2, 330. 80 4,908 3, 483. 64 5, 051 4,340.79 10, 601 4,023.98
Travel 1,039 1, 565. 81 --- 832.50 1, 601 947. 00 1,988 1,319.72
Meal s & ent. 896 896. 00 1,961 1, 961. 00 795 795. 00 3, 286 3, 286. 00
Utilities 838 2,324.85 3,784 4,075. 33 6, 152 6, 046. 48 3,515 3, 246. 27
VWages 13,991 13,991.00 19, 203 19,203.00 26, 238 26,238.00 29,054 29, 054. 00

Movi ng exps. 3,258 3, 258. 07 --- --- --- --- --- ---
Process serv. 2,482 2,541.70 2,495 2,373.28 915 570. 70 1,822 1, 909. 16
Contract serv. 4,637 4,637.77 10,618 10, 759. 31 9,617 9,748.39 10, 079 10, 079. 24
Court fees 2,002 2,692. 65 7,458 4,553. 63 9,104 8, 271. 41 6, 699 6, 910. 02

Col l ect. fees --- --- --- --- 850 --- --- ---
M scel | aneous 355 6, 720. 32 6,424 9, 868. 39 3,343 7,210.38 2,427 16, 504. 72
76, 198 84,057.98 121, 459 110, 512.41 115, 690 105, 327.20 124, 543 124, 963. 79

The chart summarizes the Schedul e C expenses that we have
concl uded, based on a preponderance of the evidence, petitioner
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reveals that, for 1988 and 1989, petitioner has substantiated
Schedul e C expenses in anounts that are | ess than the anpunts
clainmed on her tax return for each year.

The chart also illustrates what shoul d be obvious by now -
respondent’s determ nation disallow ng her Schedul e C expenses
for the years at issue was arbitrary and unreasonable. W cannot
explain how the audit process mal functioned so badly, but it is
readily apparent that the mal function occurred. The disall owance
of petitioner’s business expenses after petitioner had produced
audi t abl e busi ness records for considered review by the revenue
agent and others has resulted in significant expenditures of tine
on the part of petitioner, respondent’s counsel, and this Court
to conduct what was, in effect, an audit. This case has anply
denonstrated that the litigation process is not well suited for
t he exchange of information that should occur in a properly
conducted audit.

D. Net Operating Losses

Unli ke the record nade by petitioner with respect to her
Schedul e C i nconme and deductions, the record nade by petitioner
W th respect to her NOL carryforward deductions does not
establish that respondent’s determ nations disallow ng
petitioner’s NOL carryforward deducti ons were erroneous.

Al t hough petitioner alluded to the fact that respondent did not

exam ne the NCOLs during his exam nation of the years at issue,
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petitioner did not clearly testify that she produced to the
revenue agent the records necessary to support the NOL carryover
deductions clained for the return years at issue. Mre
importantly, although petitioner introduced some docunentation at
trial with respect to her clainmed NOL deductions, the
docunentation was insufficient to support a finding that she is
entitled to all or any portion of such carryforwards.

The principal problemwth the trial record is that the
docunent ati on, although substantial, is inconplete in many
respects. For exanple, petitioner introduced no records for 1977
or 1984-86 and insufficient records for 1980 and 1982, the years
in which petitioner clainmed net operating | osses, to enable us to
verify the | osses or to show how the | osses were absorbed in
ot her years.

Under the foregoing circunstances, we hold that petitioner
has failed to prove she is entitled to any portion of the
reported 1980-86 NOL carryforward.

1. Additions to Tax and Penalties

A. Section 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes a penalty equal to 5 percent of
the tax due for each nonth of delayed filing beyond the due date
(1 ncluding extensions) up to a maxi mum of 25 percent “unless it
is shown that such failure [to file] is due to reasonabl e cause

and not due to willful neglect”.
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Petitioner was well aware that her 1987 return and the 1988-
90 joint returns with her husband were not filed tinely. Al
four returns were filed between August 25, and August 27, 1992,
wel|l after the due dates, including the extended due date for
1987. For 1988-90, petitioner did not furnish the accountant
with informati on he needed to prepare the returns until after the
return due dates.

Al t hough petitioner testified that the late filings were
|argely attributable to her husband’ s failure to gather his tax
information and pay his self-enploynment tax and/or to the
accountant’s delay in conpleting the returns, she failed to
pursue avail able alternatives such as insisting on the tinely
filing of her 1987 return, tinely filing a “married filing
separate return” for 1988-90, or demandi ng that her husband and
hi s accountant conplete and file the joint returns for 1988-90 by
their due dates using the best information available (and, if
necessary, filing anended returns when the rest of the
i nformati on becane available). Petitioner’s failure to ensure
that her returns were filed tinmely under these circunstances
supports the inposition of the delingquency addition to tax. See

Estate of Thonms v. Commi ssioner, T.C Meno. 2001-225.

Consequently, we sustain respondent’s inposition of the section
6651(a) (1) delinquency addition to tax for each of the years at

i ssue, reconputed in accordance with this opinion
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B. Neqgl i gence Addition to Tax Under Section 6653

Section 6653(a), applicable to petitioner’s 1987 and 1988
taxabl e years, authorizes the inposition of an addition to tax
for negligence. It provides that, if any part of any
under paynent is due to negligence or disregard of rules or
regul ations, an addition equal to the sumof 5 percent of the
under paynment and, for 1987, an anmount equal to 50 percent of the
i nterest payabl e under section 6601 with respect to the portion
of such underpaynent attributable to negligence for the period
fromthe underpaynent due date to the assessnent date (or if
earlier, the tax paynent date) shall be added to the tax. For
pur poses of section 6653(a), negligence is defined to include
“any failure to nmake a reasonable attenpt to conply with the
provisions of this title”, and disregard is defined to include
“any careless, reckless, or intentional disregard.” Sec.

6653(a) (3).

Respondent contends that petitioner is liable for the
section 6653(a) addition to tax for negligence “because she
failed to use reasonable care in ascertaining and reporting her
tax liabilities” for 1987 and 1988. Specifically, respondent
argues that petitioner is liable for the addition to tax because
she “failed to keep adequate accounting records and cl ai ned a
| arge NOL deduction with little or no support.” Respondent does

not argue, however, that petitioner’'s failure to file tinely
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returns is a basis for inposing the addition to tax under section
6653(a) .

It is well established that a taxpayer’s failure to keep
records is a basis for inposing the addition to tax under section

6653(a). See, e.g., Taylor v. Conm ssioner, T.C Meno. 1988- 389,

affd. without published opinion 887 F.2d 259 (Ist Gr. 1989). As
numer ous cases have illustrated, however, the I RS and taxpayers
can often differ regarding what constitutes a failure to keep
records sufficient to support liability under section 6653(a).
Section 1.6001-1, Inconme Tax Regs., provides:

any person subject to tax under subtitle A of the Code

(including a qualified State individual incone tax

which is treated pursuant to section 6361(a) as if it

were inposed by chapter 1 of subtitle A), or any person

required to file a return of information with respect

to income, shall keep such permanent books of account

or records, including inventories, as are sufficient to

establish the anount of gross incone, deductions,

credits, or other matters required to be shown by such

person in any return of such tax or information.
Respondent contends that the cited regulation required petitioner
to mai ntain “adequate accounting records”. He supports his
argunment by focusing primarily on one exhibit introduced into
evi dence by petitioner and generally disparaging petitioner’s
records. Although petitioner chose not to file a posttri al
brief, she adamantly asserted at trial that she nmaintained
vol um nous records and that, while the records were not formal or
perfect, they were routinely maintained in an organi zed form

were produced to the accountant who prepared her returns for the
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years at issue, and adequately docunented the inconme and expenses
fromher |aw practice.

Qur review of the evidentiary record, when filtered through
the parties’ argunents, convinces us that petitioner should not
be held liable for the addition to tax under section 6653(a)
based on respondent’s contention that she failed to keep adequate
records. As we have stated previously, we found petitioner’s
testinmony, including her testinony regarding her record keeping
and her production of records during the audit, to be credible.
In addition, the docunents petitioner produced at trial anply
denonstrated that she nmaintained records and that the records
were audi table. Moreover, we accept petitioner’s testinony that
she produced those records for exam nation by respondent’s
revenue agent and Appeals officer on several different occasions
over a period of several years. W are left with the inpression
that any gaps in petitioner’s records at trial were nore likely
than not the result of the passage of tinme, the multiple and
del ayed reviews of petitioner’s records by respondent and others,
and petitioner’s difficult personal circunstances before and
during trial.

Respondent contends that petitioner’s record keeping was
i nadequate, and therefore negligent, because she failed to
mai ntain formal books of account as required by section 1.6001-1,

| ncome Tax Regs., she failed to enploy “conpetent help” to
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prepare her tax returns, and she failed to furnish that help with
the “necessary information” to file proper and tinmely returns.
Respondent in his brief states: “It is evident petitioner failed
to do so because she was unabl e to adequately reconstruct her
expenses”. W disagree. It sinply does not follow from
petitioner’s failure to reconstruct conpletely her Schedule C
expenses at trial that she failed to maintain adequate records or
that she failed to hire conpetent help as respondent suggests.
Petitioner conceded at trial that she did not maintain
formal books of account such as a general |edger or a cash
recei pts and di sbursenents journal. However, petitioner
mai nt ai ned vol um nous records of her income and expenses, as she
anply denonstrated at trial. W are convinced that the
evidentiary gaps in the record, including the | ack of
docunent ation regarding petitioner’s NOL carryforwards, are not
the result of negligent record keeping, as respondent all eges,
but are due to petitioner’s financial and personal difficulties
that arose follow ng the years at issue. For exanple, petitioner
testified that she had other records such as client and bank
records, which would have enabled her to fill the evidentiary
gaps, but she sinply did not have the financial and personal
resources to retrieve the records fromstorage and anal yze t hose
records under the circunstances. W have no doubt, however, that

such records exist.
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We hold that petitioner is not liable for the addition to
tax under section 6653(a) for any of the years at issue.

C. Accuracy-Rel ated Penalty Under Section 6662

Section 6662, applicable to petitioner’s 1989 and 1990
years, authorizes the inposition of a 20-percent penalty for
specified types of m sconduct, including negligence or disregard
of rules or regulations. Sec. 6662(a) and (b). Section 6662(c)
adopts the sane definitions of “negligence” and “di sregard” as
those utilized in section 6653 before its repeal.

Respondent contends that petitioner is liable for the
accuracy-rel ated penalty for 1989 and 1990 due to her all eged
negligent record keeping and makes the sanme argunents with
respect to section 6662 that he made with respect to section
6653. Consequently, we incorporate by reference our discussion
of respondent’s argunents under section 6653,2' and we hold that
petitioner did not negligently fail to maintain required records,

as respondent contends.

2INei t her party raised or addressed the issue of whether
both the addition to tax under sec. 6651 and the accuracy-rel ated
penalty may be applied to the underpaynent for a taxable year in
whi ch the taxpayer failed to file a tinely return. Consequently,
we do not discuss the issue even though it may provide an
alternative ground for decision



[11. Concl usion

We have anal yzed all of the testinony, exhibits, and
stipulations in this unwieldy record in an effort to fairly and
justly decide the issues presented by this case. The task has
not been easy due largely to respondent’s failure to exam ne
petitioner’s docunentation before issuing the notices of
deficiency in this case and respondent’s bl anket disall owance of
all of petitioner’s Schedul e C expenses for 3 of the 4 years at
i ssue. As petitioner conceded nore than once at trial, however,
petitioner nust also take sone responsibility for the gaps in the
record presented to this Court. By failing to maintain formal
books of account to sunmari ze and organi ze her vol um nous
docunent ation, petitioner left herself exposed to the problens
presented by this case and nmust accept a | ess than perfect
resul t.

We have considered all of the argunments expressly or
inferentially raised in this case by either party, and, to the
extent not discussed, we find themto be irrelevant or w thout
merit.

In light of the foregoing and to refl ect concessi ons made by

the parties,

Decisions will be entered

under Rul e 155.




