T.C. Meno. 2012-26

UNI TED STATES TAX COURT

SUE AND PAUL COLVIN, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 5899-09. Filed January 30, 2012.

Joseph T. Banbrick, Jr., for petitioners.

Gary C. Barton and Elizabeth Downs, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: In two notices of deficiency dated
Decenber 30, 2008, respondent determ ned the follow ng

deficiencies with respect to petitioners’ Federal incone tax:



Penal ty
Year Defi ci ency Sec. 6662(a)
1993 $11, 015 - 0-
1998 117, 903 $23, 580. 60
1999 348, 079 69, 615. 80

I n anot her notice of deficiency al so dated Decenber 30,
2008, respondent determ ned the foll ow ng deficiencies with

respect to petitioner Sue Colvin's (Ms. Colvin) Federal incone

t ax:
Year Defi ci ency
1994 $135, 389
1995 115, 201
1996 88, 015

The disputed anpbunts! relate to Ms. Colvin's sole
proprietorship Sioux Transportation (Sioux). After concessions,

the i ssues for decision are:

Petitioners do not assign error to all of respondent’s
determ nations in the notices of deficiency. W deem any issue
not raised in the assignments of error in the petition conceded.
See Rule 34(b)(4), Tax Court Rules of Practice and Procedure. 1In
addition, petitioners concede $55, 924 of the adjustnent to gross
recei pts reported on the 1993 Schedule C, Profit or Loss From
Busi ness, and respondent concedes the renaining $265, 000 of that
adj ustnent. Accordingly, the parties resolved all issues with
respect to 1993. Respondent concedes that the adjustnment to
capital gain for 1999 should be ($20,122). Al remaining
adjustnents for all years at issue are conputational. |In the
petition, petitioners challenge interest on the deficiencies, but
by separate order entered sua sponte we shall dism ss that part
of petitioners’ case challenging interest, for |ack of
jurisdiction. See sec. 6601(e)(1), which provides that interest
is excluded fromthe definition of “tax” for purposes of sec.
6211(a). See Wiite v. Comm ssioner, 95 T.C 209, 213 (1990).
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(1) Whether Ms. Colvin is entitled to the deduction for
ot her expenses reported on her 1997 Schedule C 2 Profit or Loss
From Busi ness, and whether petitioners are entitled to the
deducti ons for other expenses reported on the 1998-99 Schedul es
C

(2) whether Ms. Colvin is entitled to decrease the Schedul e
C gross receipts for 1997 by $97,497, and whether petitioners are
entitled to decrease the Schedule C gross receipts for 1999 by
$532, 741;

(3) whether petitioners are entitled to an additi onal
depreci ati on deduction of $55,648 for 1999; and

(4) whether petitioners are liable for the section 6662(a)
penalty for 1998 and 1999.°3

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which we
incorporate in our findings by this reference. Petitioners
resided in Arkansas when they filed their petition. Petitioners
were married during the years at issue and filed joint Federal

incone tax returns for 1993 and 1998-99. Ms. Colvin filed her

2Respondent did not issue a notice of deficiency for 1997.
However, in order to decide the issues raised by Ms. Colvin with
respect to 1994, we nust al so decide whether she is entitled to a
net operating |loss carryback from 1997 in conputing her 1994 tax
liability. See sec. 6214(Dhb).

3Unl ess ot herwi se indicated, section references are to the
I nternal Revenue Code in effect for the years at issue, and Rul e
references are to the Tax Court Rules of Practice and Procedure.
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1994- 97 Federal incone tax returns with the filing status of
married filing separately. Petitioners were divorced at the tine
of trial.*
During the years at issue Ms. Colvin operated Sioux, an
interstate trucking conpany based in Springdale, Arkansas. In
1999 Ms. Colvin also operated STI, Inc., a C corporation, which

was a trucking conpany al so operating out of Springdale,

Arkansas. Sioux received revenue fromhauling |oads. In 1999
Si oux al so received revenue fromleasing trucks to STI, Inc.
Sioux had two types of arrangenents with truck drivers. In

sone years Sioux |eased trucks from owner-operators, but in |later
years Sioux owned trucks. In sonme years, such as 1995, both
arrangenents were in place. Sioux paid drivers per diemfor
their expenses, including neals, notels, and other expenses.
Si oux cal cul ated per diem anounts on the basis of the nunber of
travel days. Those anounts were recorded in payroll books that
i ndi cated travel dates but not destinations.

Besi des the payroll books, Sioux had the follow ng records
system Each |oad received a trip nunber that was listed in a

| oad book. The drivers brought bills of lading to the office.

“Only Ms. Colvin was present at trial. Under the divorce
settlenment, Ms. Colvin is responsible for the deficiencies.
Petitioner Paul Colvin was aware of the proceedi ng and chose not
to participate.
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When custoners paid their bills, a Sioux enpl oyee posted the
paynment in the | oad book.

Si oux operated on the cash basis nmethod of accounting.

Wl son & Jackson, an accounting firm prepared the 1993-94
returns. Until 1998 Sioux did not have a bookkeeper, so Ms.
Colvin totaled Sioux’s gross receipts and expenses and delivered
the information, along with Sioux’s checkbooks, to the return

pr epar er.

Starting with the 1995 return, Rita Wlks (Ms. WIKks)
prepared Ms. Colvin’s and petitioners’ Federal inconme tax returns
frominformation Ms. Colvin furnished. For the 1995-96 returns,
Ms. Colvin totaled all the business checks that she had witten
and that had cleared the bank and gave Ms. WIlks the totals. She
al so provided Ms. WIlks a list of all expenses by category and a
statenent of the total revenue. For the depreciation schedul e,
Ms. Colvin provided an equi pment |ist.

Sonetinme in 1998, but before the preparation of the 1997
return, Ms. WI ks becane an outsi de bookkeeper for Sioux. She
used checkst ubs, deposit books, bank statenments, payroll books,
and payroll reports to prepare the general |edger and profit and
| oss statenents for 1997-99. She then used the bookkeepi ng

records to prepare the 1997-99 returns.



Pr ocedur al Backgr ound

On a date that does not appear in the record the Internal
Revenue Service (I RS) commenced an audit of petitioners’ and M.
Colvin's 1993-96 returns. In Decenber 2000 Ms. Colvin retained
Bruce Loch (M. Loch), who represented petitioners throughout the
audit. M. Loch reviewed cash recei pts and di sbursenent records,
general |edgers, trip reports, payroll, and other related itens
pertaining to 1993-96 and prepared a report. Subsequently, the
| RS extended the audit to include 1997-99. M. Loch reviewed the
records related to 1997-99 and participated in the audit with
respect to those years. After respondent issued the notices of
deficiency, M. Loch reviewed them and prepared a summary report
of his findings. Petitioners filed a tinely petition with this
Court.

After the case was cal endared for trial, petitioners nailed
to the Court a letter requesting us to accept an expert report
prepared by M. Loch. The proffered report purports to sunmarize
M. Loch’s findings on the basis of his review of the notices of
deficiency. 1In his report M. Loch reviews exam nation changes
proposed at various stages of the audit and descri bes
devel opnents during the Appeals process. For every year at issue
he opines “wthin a reasonabl e degree of accounting certainty” on

whet her specific adjustnments in the notice of deficiency were
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appropriate and on what the incone tax changes and tax
l[iabilities should be.

Respondent filed a notion in |imne seeking to exclude M.
Loch’s report and testinony. Respondent contended that the
report did not conply with Rule 143(g), inproperly addressed
| egal argunents and advocated for petitioners, and was not
hel pful to the Court. Respondent also objected to the report
because it addressed matters before the issuance of the notice of
deficiency. Petitioners filed an opposing notion to strike.

During the calendar call we held a hearing on the notions.
We granted respondent’s notion for the reasons stated therein and
deni ed petitioners’ notion. W did not admt M. Loch’s report
into evidence as an expert report and did not permt M. Loch to
testify as an expert w tness.

Before trial the parties submtted to the Court a
stipulation of facts acconpanied by 15 joint exhibits, which
i ncluded the notices of deficiency; a Form 5278, Statenent--
| ncome Tax Changes, for 1997; petitioners’ Federal incone tax
returns for 1993-99; Sioux's general |edgers for 1997 and 1999;
and a Form 1120, U.S. Corporation Incone Tax Return, for 1999 and
t he general |edger for 1999 of STlI, Inc. Petitioners did not
identify which entries in Sioux’s general |edgers pertained to
Si oux’ s deductions for 1997 and 1999 and introduced no credible

evi dence to substantiate Sioux's deductions clainmed on their
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returns that respondent disallows. Instead, petitioners called
M. Loch to testify as a fact w tness, which we all owed.
Petitioners’ counsel Joseph T. Banbrick, Jr. (M. Banbrick),
insisted that M. Loch had participated in the audit, which in
his view was not different frompreparing a return, and had
revi ewed Sioux’'s business records.

M. Loch testified that he becane involved in this case in
Decenber 2000 when Ms. Colvin retained himto review the revenue
agent’s report and that he reviewed the revenue agent’s report
for 1993-96 and Si oux’s books and records for 1993-99.

Respondent objected on the ground of relevancy, and we sustained
the objections. W explained to M. Banbrick, anong other
things, that M. Loch’s testinony does not prove whether
respondent’ s adjustnments were incorrect because M. Loch had no
firsthand know edge regarding the relevant facts. Petitioners’
counsel then stated that the records had been destroyed as a
result of a flood.

W permtted M. Loch to proceed with his testinony but
explained to petitioners’ counsel that M. Loch’s testinony to
the extent it attenpted to substitute for business records was
not hel pful to the Court. W then permtted petitioners’ counsel
to proffer additional testinmony of M. Loch. M. Banbrick’s
proffer of M. Loch's testinony reveal ed that the testinony woul d

show a transpositional error by the auditor and its effect on
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ot her years and woul d address “supporting docunents and the basis
for the various objections that the Service has”, and “pure
accounting itens.” M. Loch, however, then stated that the
transpositional error had been corrected in the notices of
deficiency that were before the Court. Petitioners again
attenpted to introduce M. Loch’s report into evidence as an
expert report or as a factual report. Consistent with the ruling
regarding the notion in limne, we did not admt the report in
evidence. W explained to petitioners’ counsel that identifying
accounting issues in the notices of deficiency, as opposed to
presenting credible evidence of the deductions that petitioners
clainmed, is not helpful to the Court.

OPI NI ON

Burden of Proof

The Conmm ssioner’s determnations in a notice of deficiency
are presuned correct, and the taxpayer generally bears the burden

of showi ng they are erroneous. Rule 142(a); Welch v. Helvering,

290 U. S. 111, 115 (1933). Moreover, deductions are a matter of
| egi sl ative grace, and the taxpayer bears the burden of proving

that he is entitled to any deduction clained. |NDOPCO Inc. v.

Commi ssioner, 503 U.S. 79, 84 (1992). This includes the burden

of substantiation. Sec. 6001; Hradesky v. Conmni ssioner, 65 T.C

87, 89 (1975), affd. per curiam?540 F.2d 821 (5th CGr. 1976);

sec. 1.6001-1(a), (e), Incone Tax Regs.
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Pursuant to section 7491(a)(1), the burden of proof as to
factual matters may shift fromthe taxpayer to the Conm ssioner
under certain circunstances. The record does not allow us to
conclude that petitioners nmet the requirenents for shifting the
burden of proof under section 7491(a)(2).

Petitioners argue that the notices of deficiency are not
entitled to the presunption of correctness and respondent bears
t he burden of proof because respondent’s determ nations are
“W thout rational foundation and excessive”. However, the cases

petitioners cite, such as United States v. Janis, 428 U S. 433

(1976), Dellacroce v. Conm ssioner, 83 T.C. 269 (1984), and

ot hers are distingui shabl e because, unlike the case at hand, they
i nvol ved determ nations of unreported incone.

Petitioners also cite Coleman v. United States, 704 F.2d 326

(6th Cr. 1983), a refund case, in which the Court of Appeals for
the Sixth Circuit agreed with the taxpayers that the tax
assessnment at issue was not entitled to the presunption of
correctness when neither the Governnent nor the taxpayer had
records to support the calculations. Coleman is also

di stingui shable. Unlike this case, in Coleman v. Conmm Ssioner,

supra at 329, the Governnent stipulated that the assessnents had
no evidentiary foundation. Respondent has not conceded that his

determ nati ons have no evidentiary foundation. |In fact,
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respondent asserts that his determ nations are supported by the
evi dence and are correct.
We conclude that the notices of deficiency are entitled to
t he presunption of correctness and petitioners bear the burden of
proof .5

1. Procedural WMatters

A. M. Loch's Report and Testi nbny

In their posttrial briefs, petitioners contend that the
Court erred by refusing to allow M. Loch to testify as an expert
Wi tness or as a fact witness regarding errors in the notices of
deficiency.® Petitioners contend that M. Loch negotiated with
the revenue agent and the Appeal s enpl oyee and was thoroughly
famliar with the facts. According to petitioners, the Court
shoul d have allowed M. Loch to testify as an expert w tness
because the case involves technical subjects, such as a net

operating | oss carryover.

SPetitioners contend in their posttrial brief that
respondent presented no adm ssible evidence to call into question
petitioners’ records “to support the alleged deficiency”.
However, because the notices of deficiency are entitled to the
presunption of correctness and because petitioners bear the
burden of proof, respondent does not need to present such
evi dence.

Contrary to petitioners’ assertion, we allowed M. Loch to
testify as a fact wwtness to the extent he had any firsthand
knowl edge of information relevant to this case. M. Loch’s
testi nony was not hel pful because he was not Sioux’s bookkeeper
or the return preparer for the years at issue.



- 12 -
Generally, under rule 702 of the Federal Rules of Evidence,

expert testinony is admssible if it assists the Court to

understand the evidence or to determne a fact in issue. See

Sunoco, Inc. & Subs. v. Conmm ssioner, 118 T.C. 181, 183 (2002).

M. Loch’s opinion about whether respondent’s adjustnments in the
noti ces of deficiency are proper does not “assist the trier of
fact to understand the evidence or to determine a fact in issue”.
See Fed. R Evid. 702. M. Loch’s report stated petitioners’
litigation position, sumrarized concessions and the remaini ng
contested itens, and set forth his opinion as to whether the
contested adjustnents are proper. In short, M. Loch' s expert
report attenpted to tell the Court how to decide the issues, was

not hel pful, and was irrelevant. As we observed in Boltar

L.L.C v. Conmm ssioner, 136 T.C. 326, 335 (2011): “we may fairly

reject the burden on the parties and on the Court created by
unreasonabl e, unreliable, and irrel evant expert testinony.”

B. Petitioners’' Hearsay bjections

Before trial the parties submtted to the Court a
stipulation of facts acconpanied by 15 joint exhibits, including
the notices of deficiency. Neither party reserved any objection
to any of the stipulations or to the attached joint exhibits.

At the commencenent of trial petitioners’ counsel objected
to the notices of deficiency as hearsay. He stated that because

the I RS enpl oyee who had prepared them was not avail able for
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cross-exam nation, the notices of deficiency were inadm ssible as
hearsay. W overrul ed petitioners’ objection, explaining that
petitioners failed to reserve it in the stipulation of facts.
In the posttrial briefs petitioners contend that we erred when we
admtted the 15 exhibits, because they were hearsay. Petitioners
all ege they were denied their due process rights when they were
not permtted to cross-exam ne the I RS enpl oyee who prepared the
noti ces of deficiency as to how the notices of deficiency were
pr epar ed.

Rul e 91(d) provides that “Any objection to all or any part
of a stipulation should be noted in the stipulation, but the
Court will consider any objection to a stipulated matter nade at
the comencenent of the trial or for good cause shown made during
the trial.” |In addition, stipulations, like contracts, bind
parties to the terns actually agreed upon. Rule 91(e); Stanpbs V.

Comm ssioner, 87 T.C. 1451, 1454 (1986). The interpretation of a

stipulation is determned primarily by ascertaining the intent of
the parties, and we construe the | anguage of a stipulation
pursuant to rules applicable to the construction of contracts.

Stanps v. Conm ssioner, supra at 1455.

The preanble of the stipulation of facts states that the
parties have the right to object to the adm ssion of any facts

and exhibits in evidence on the grounds of relevancy and
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materiality.” The preanble also states that either party has the
right to object on other grounds, but only if the objection was
expressly reserved in the stipulations. Neither the preanble nor
any of the stipulation paragraphs contain any objections by
either party to any of the exhibits. Petitioners have offered no
conpel ling reason why we should not enforce the terns of the
preanble to which the parties agreed. Accordingly, petitioners’
objections to the adm ssion of the joint exhibits are untinely,
and we reject petitioners’ argunent.

[11. The Adjustnents at |ssue

A. Schedul e C O her Expenses

1. 1997 Schedule C O her Expenses

For 1997 respondent disallowed deductions for $12,409 of
Schedul e C ot her expenses. The explanation attached to the Form
5278 shows that respondent cal cul ated this anmount on the basis of

t he anal ysis of Sioux’s business checking accounts and the cash

"The preanbl e states:

It is hereby stipulated that, for the purpose of this
case, the follow ng statenents nay be accepted as facts
and all exhibits referred to herein and attached hereto
may be accepted as authentic and are incorporated in
this stipulation and made a part hereof; provided,
however, that either party has the right to object to
the adm ssion of any such facts and exhibits in

evi dence on the grounds of relevancy and materiality,
but not on other grounds unless expressly reserved
herein, and provided, further, that either party may

i ntroduce other and further evidence not inconsistent
with the facts herein stipul ated.
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expenses reported. Petitioners contend that in that analysis
respondent inproperly disallowed a neals and entertai nnent
expense deduction of $70,425. However, respondent subtracts

$70, 425 as the nondeductible portion of the neals and

entertai nnent expense, as his nethodol ogy requires. Respondent’s
nmet hodol ogy in fact is consistent with the 1997 Schedule C on
which Ms. Colvin also reported $70, 425 as the nondeducti bl e
portion of the nmeals and entertai nnent expense. See sec. 274(n).
Nei t her party explains what specific expense disall owance
resulted in the $12,409 adjustnment. Because petitioners bear the
burden of proof and they failed to convince us that respondent’s
determnation is incorrect, we sustain respondent’s

determ nati on

2. 1998 and 1999 Schedul e C O her Expenses

On the 1998 and 1999 Schedules C petitioners reported other
expenses of $2,692,486 and $2, 423,943, respectively. M. WIks
explained at trial that under the “other expenses” category Sioux
reported per diem expenses paid to drivers. M. WIks cal cul ated
the amounts by totaling per diemanounts in the payroll book
The per diem amounts reinbursed the truck drivers for neals,
notel s, and ot her expenses while away from hone. |In the notice
of deficiency respondent disallowed $88,548 and $872, 318 of those

expenses for 1998 and 1999, respectively.
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Cenerally, section 162(a) allows a taxpayer to deduct
ordi nary and necessary expenses of carrying on the taxpayer’s
trade or business. Section 274(n)(3)(B) |limts the anount
al l owabl e as a deduction under section 162 for any expense for
food, beverages, or entertainnent to 55 percent of the anount of
t he expense that otherwi se would be allowable as a deduction.?®
The taxpayer must maintain sufficient records to substantiate the

deduction. See sec. 6001; Petzoldt v. Conm ssioner, 92 T.C 661

686 (1989). It is petitioners’ failure to substantiate the
di sal l owed portion of the per diem expenses that is at issue.

M. Banbrick stated at trial that “if you want all of those
records, we certainly will furnish them here, in Washington or
sonepl ace el se, but what |I'’msaying to youis, there’s going to
be literally a hundred thousand records that we may have to bring
in.” M. Banbrick later reiterated that if petitioners brought
in docunents, they would be in barrels, and review ng every truck
trip and expense woul d take weeks. He stated that he was ready
to produce those docunents at a | ocation convenient to the Court.
However, M. Banbrick then clained that the records had been

destroyed in a flood. Respondent’s counsel contends that

8The return explains this expense as “Travel Allowance x
55%6. W assune this neans that petitioners deducted the per
di em expenses subject to the [imtation of sec. 274(n)(3).
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petitioners had nearly 6 years to raise the issue of the
destroyed records and to attenpt to reconstruct any damaged
records.

Ms. Colvin then testified that soneone had broken into the
storage buil di ng where she kept records for approximately 1990-
2000 and tore copper lines out of the walls, causing flooding.?®
According to Ms. Colvin, no one realized there was a fl ood for
several nonths. The records were stored in boxes that becane
soaked, and the records had to be scooped up off the floor.
Approxi mately 2 nonths before the trial M. Colvin cleaned out
t he building, at which point the docunents were unreadable. M.
Colvin testified that no other docunents are available. M.
Banbrick clains that M. Loch had reviewed those records and used
them for his report.

After trial and as directed by the Court, respondent’s
counsel provided petitioners with respondent’s workpapers to
assist the parties in supplenenting the record if the parties
coul d agree on additional stipulations. The parties did not

agree on the adm ssibility of the workpapers, nor did they offer

°After trial petitioners submitted to respondent’s counsel
and the Court (1) a letter dated Feb. 23, 2010, from Omi
Plumbing, Inc., indicating that on May 22, 2004, Ms. Colvin
requested an energency service call because of the water in the
building and (2) a receipt from Omi Plunbing. However, the
parties did not stipulate that the docunents were adm ssible as
evidence. W note that the docunents petitioners proffered
indicate that the water problemoccurred on or before My 22,
2004.
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any additional stipulated facts or docunments. In the absence of
a stipulation, respondent now contends that a substantial portion
of respondent’s workpapers is irrel evant because by exam ni ng
them we woul d “1 ook behind the notice of deficiency.” W agree.

See Greenberg’'s Express, Inc. v. Connmi ssioner, 62 T.C. 324, 327

(1974). Sonme of the docunents appear to be copies of various
docunents that petitioners submtted to the revenue agent during
audit. Petitioners did not identify any relevant portions of the
docunents or workpapers and did not nove to reopen the record.
The joint status report describes petitioners’ position as
follows: “The follow ng pages of * * * [the docunents] contain
relevant factual information to either support and/or not support
the statenments made by and/or on behal f of the Tax Payer [sic]
and/or the Service”. Consequently, we limt our reviewto the
record and do not consider unstipul ated docunents subm tted by
either party after trial ended. Petitioners properly bear the
burden of proof. See Rule 142(a).

Ceneral ly, section 274(d) provides that no deduction is
al l omabl e for traveling expenses (including nmeals and | odgi ng
whil e away from hone), unless the deduction is substantiated in
accordance with the strict substantiation requirenents of section
274(d) and the regul ati ons pronul gated thereunder. Section
1.274-5T(c)(5), Tenporary Incone Tax Regs., 50 Fed. Reg. 46022

(Nov. 6, 1985), provides that when a taxpayer’s records have been
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destroyed or |ost due to circunstances beyond his control, he is
generally allowed to substantiate his deductions by reasonabl e
reconstruction of his expenditures. A taxpayer is required to
try to sal vage or reconstruct what he can. See, e.g., Chong v.

Commi ssioner, T.C Menp. 2007-12. |f the taxpayer establishes

that the records were destroyed, he nmust neverthel ess

substanti ate each el enent of each expenditure under section 274.

See Boyd v. Conm ssioner, 122 T.C 305, 320-321 (2004).
Petitioners argue that they presented uncontradicted
evi dence as to how their records were prepared and mai ntai ned and
how the tax returns were filed. W disagree. The oral testinony
presented at trial addressed the paperflow and recordkeeping in
very general terms only. Petitioners presented no credible
evi dence, for exanple, of how many drivers they had, how | ong on
average they were away from honme, or how nmuch the per di em anount
was. Petitioners failed to reasonably reconstruct the per diem
expenditures within the neaning of section 1.274-5T(c)(5),
Tenporary I ncone Tax Regs., supra, and we sustain respondent’s
determ nation

B. Schedul e C Gross Receipts

Respondent nmade no adjustnent to petitioners’ Schedule C
gross receipts. Petitioners contend that Schedule C gross
recei pts should be reduced by $97,497 and $532, 741 for 1997 and

1999, respectively.
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Si oux operated on a cash basis method of accounting. For
1997 it reported Schedul e C gross receipts of $4,797,495, and its
general |edger for 1997 shows the sane anmbunt of gross receipts.
On the 1999 Schedule Cit reported gross receipts of $3,697,917,
and the general |edger shows the sane anount of gross receipts.
Petitioners presented no credi ble evidence to prove that the
gross receipts reported on Ms. Colvin's and petitioners’ 1997 and
1999 Schedul es C, respectively, were not correct. Accordingly,
we reject petitioners’ argunent that Sioux’s Schedule C gross
receipts, as claimed on Ms. Colvin's and petitioners’ 1997 and
1999 returns, respectively, should be reduced.

C. Depr eci ati on Deducti on

On the 1999 Schedule C petitioners reported a depreciation
deduction of $240,392. |In the notice of deficiency respondent
al l oned an additional depreciation deduction of $81, 461.
Petitioners contend that the additional depreciation deduction
shoul d be $137,309. Petitioners bear the burden of proof, see
Rul e 142, but they presented no credi bl e evidence or explanation
to establish they are entitled to any additional depreciation
deduction. Accordingly, petitioners are not entitled to the
addi tional depreciation deduction.

V. Section 6662(a) Penalty for 1998 and 1999

CGenerally, section 6662(a) and (b)(1) authorizes the

Comm ssioner to inpose a 20-percent penalty on the portion of an
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under paynent of inconme tax attributable to negligence or

di sregard of rules or regulations. The term “negligence”
includes any failure to make a reasonable attenpt to conply with
the provisions of the internal revenue |laws, and the term

“di sregard” includes any carel ess, reckless, or intentional
disregard. Sec. 6662(c); sec. 1.6662-3(b)(1) and (2), Incone Tax
Regs. Disregard of rules or regulations is careless if “the

t axpayer does not exercise reasonable diligence to determ ne the
correctness of a return position” and is reckless if “the
taxpayer makes little or no effort to determ ne whether a rule or
regul ati on exists, under circunstances which denonstrate a
substantial deviation fromthe standard of conduct that a
reasonabl e person woul d observe.” Sec. 1.6662-3(b)(2), Incone

Tax Regs.; see also Neely v. Commi ssioner, 85 T.C. 934, 947

(1985).

Section 6662(a) and (b)(2) also authorizes the Conmm ssi oner
to inpose a 20-percent penalty if there is an under paynent due
to a substantial understatenment of incone tax. An
“understatenent” neans the excess of the amount of the tax
required to be shown on the return over the anount of the tax
which is shown on the return, reduced by any rebate. Sec.
6662(d)(2)(A). An understatenent is substantial in the case of

an individual if the ambunt of the understatenent for the taxable
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year exceeds the greater of 10 percent of the tax required to be
shown on the return or $5,000. Sec. 6662(d)(1)(A).

The Comm ssioner bears the burden of production with respect
to the taxpayer’s liability for the section 6662(a) penalty and
nmust produce sufficient evidence indicating that it is
appropriate to i npose the penalty. See sec. 7491(c). Once the
Comm ssi oner nmeets his burden of production, the taxpayer nust
cone forward with persuasive evidence that the Conm ssioner’s
determnation is incorrect or that the taxpayer had reasonabl e
cause or substantial authority for the position. See Hi gbee v.

Conm ssioner, 116 T.C 438, 447 (2001).

The exact anount of the understatenent shall be conputed as
part of the Rule 155 calculations. Even if the understatenent is
not substantial, respondent nmet his burden of production with
respect to negligence by showing that petitioners clained
deductions to which they were not entitled.

Petitioners had the burden of producing sufficient evidence
to prove that respondent’s penalty determ nations are incorrect.
See id. at 446-447. Petitioners argue that the penalties do not
apply because respondent failed to introduce any evi dence.
However, once the Conm ssioner neets his burden of production
under section 7491(c), the taxpayer bears the burden of show ng

that the determination is incorrect. Petitioners failed to
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establish that they were not negligent or that the substantial
under st at ement penalty should not apply.
We have considered the remai ning argunents nmade by the
parties and, to the extent not discussed above, conclude those
argunents are irrelevant, noot, or wthout nerit.

To reflect the foregoing,

Deci sion will be entered under

Rul e 155.

10Sec. 6664(c) (1) provides an exception fromthe penalty
determ nation with respect to any portion of an underpaynent if
t he taxpayer shows that there was reasonabl e cause for such
portion and that the taxpayer acted in good faith wwth respect to
such portion. Reliance upon the advice of a tax professional may
establi sh reasonabl e cause and good faith. See United States v.
Boyle, 469 U. S. 241, 250 (1985). Petitioners do not argue that
t he exception of sec. 6664(c)(1l) to the sec. 6662(a) accuracy-
rel ated penalty applies, nor does the record allow us to concl ude
that relief is appropriate.




