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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VWHALEN, Judge: Respondent determ ned that petitioner
is liable for the follow ng deficiency, addition to tax,
and penalty for 1990:

Addition to Tax Penal ty
Defi ci ency Sec. 6651(a) (1) Sec. 6662

$26, 206 $9, 155 $5, 241



Unl ess stated otherwi se, all section references are to the
I nt ernal Revenue Code as anended and in effect during 1990.
After concessions by petitioner, the issues for decision
are: (1) Wether petitioner is entitled to treat a
sai |l boat as property held for the production of incone

and to deduct certain expenditures and depreciation
attributable to the sail boat or whether petitioner's
activity with respect to the sailboat is an "activity not
engaged in for profit", as defined by section 183(c); and
(2) whether petitioner is liable for the accuracy-rel ated

penal ty under section 6662(a), as determ ned by respondent.

FI NDI NGS OF FACT

Petitioner resided in Cklahoma G ty, Cklahoma, when
the instant petition was filed. The stipulation of facts
filed by the parties and the exhibits attached thereto are
hereby incorporated in this opinion.

Petitioner is an attorney who specializes in crimnal
law. In 1985, he purchased a 63-foot sail boat naned
Cloudia for $110,000. The Coudia is a former Norwegi an
fishing vessel that was built in 1934. It was featured
in a notion picture that was originally released with the
title “Sea Gypsy” and was | ater renaned "The Shi pw eck".

At no time after petitioner’s purchase of the doudia

in 1985 through the tinme of trial has the O oudia been
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seaworthy. Anong ot her probl ens, when petitioner
purchased the Coudia it was infested with beetles and
ot her parasites, and her franmes were badly worn back from
t he planking of the vessel. The sails on the boat were
theatrical sails that had been used in making the above-
menti oned notion picture and were not designed to wthstand
wi nds. Further, the sail boat has a foreign hull which
prevents it frombeing chartered in the United States.
After petitioner purchased the d oudia, he began
to repair the boat, as his finances permtted, in an
attenpt to nmake her seaworthy. This work has included
the followng: Repair of the decks; repair of the nasts;
repair of the spreaders; restoration of the franmes and
pl anki ng; purchase of new sails; installation of a new
running rig fore and aft; and restoration of the interior
of the boat, including new reefers, sinks, stove, floors,
heads, and bunks. Additionally, in or around 1987,
petitioner rewired and repl aced the plunbing on the boat.
During the years 1987 through 1990, petitioner
occasionally allowed friends or acquaintances to rent the
Coudia as a place to stay. The persons who rented the
G oudia included a boatwight who had worked on the boat
and several nenbers of the Cklahoma City Boat C ub.

Petitioner's activity of renting the O oudia was sporadic.



He did not advertise the Coudia s availability for rental.
A summary of the incone realized and expenses incurred by
petitioner from 1985 through the year in issue with respect

to the Coudia is as foll ows:

Rent al Mor t gage Cash INet | ncone

Year | nconme | nt er est Expendi t ur es Depr eci ati on (Loss)
1985 - - $5, 242 - - - - 2
1986 -- 4, 800 - - 2
1987 $825 - - $3, 920 $3, 929 ($7,024)
1988 1, 200 - - 4,768 30, 690 (34, 258)
1989 680 - - 12, 049 29, 038 (40, 407)
1990 600 - - 13,014 20,741 (33,155)

Tot al 3, 305 10, 042 33, 751 84, 398 (114, 844)

The anmounts in this colum were not deducted dollar-for-dollar on
petitioner's returns because petitioner treated the rental of the O oudia as
a passive activity subject to the limtation on the deduction of passive
activity losses set forth in sec. 469.

2No net incone (loss) figure is conputed for this year because
petitioner clains that the vessel was not placed in service until 1987.

Petitioner did not maintain any formal or consistent
met hod of recording his expenditures with respect to the
Coudia. He occasionally collected receipts and stored
themin a box. He kept receipts on the sail boat, at hone,
and at his attorney’'s office. Petitioner used the sane
bank account for his law practice, his activities involving
the doudia, his personal expenses, and his residential
rental properties, discussed below. Petitioner did not
mai ntain a | edger or set of books with respect to any of

his activities involving the d oudia.



Over the years, petitioner has built two sail boats.
One was a 24-foot sail boat which petitioner sold. There
is no information in the record concerning the costs
petitioner incurred in building the 24-foot sail boat or
the price for which petitioner ultimately sold the boat.
Petitioner also built a 33-foot sailboat. As of the tine
of trial, petitioner still owned the 33-foot sail boat, and
he used it for recreational purposes.

In summary, petitioner reported the follow ng adjusted
gross incone on his Form 1040, U.S. Individual Incone Tax

Return for 1990:

| nt erest incone $29
Busi ness i ncome (Schedule O 78, 253
Capital gain (Schedul e D) 71, 683
O her gains or (losses) (Form 4797) 3,612

Rents, royalties, partnerships,
estates, trusts, etc. (Schedule E) (78, 751)

Total adjustnents (5,925)
Adj ust ed gross inconme 68, 901

The above business incone consists of the net profit
frompetitioner's |law practice as reported on the Schedul e
C, Profit or Loss from Business, attached to petitioner's

1990 tax return, as foll ows:

G oss i ncone $157, 391
Total expenses 79,138

Net profit (Il oss) 78, 253
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Petitioner has conceded that for the year in issue, he
omtted fromhis Schedule C gross receipts fromhis | aw
practice in the amount of $19, 125.

Petitioner reported the follow ng capital gains and
| osses on the Schedule D attached to his return, and he
reported the follow ng ordinary inconme on Form 4797

Sal es of Business Property, attached to his return:

Schedul e D Form 4797

Gin fromthe sale of 2709 NW 12t h $17, 026 $2, 762

Gain fromthe sale of 1809 Carey Pl ace 58,113 850

Loss fromthe sale of the "Ednond Lot" (3,456) - -
71, 683 3,612

Finally, petitioner reported rental incone and
expenses fromthe Coudia and three residential rental
properties on Schedul e E, Supplenental |nconme and Loss.
Petitioner's Schedule E clainms an aggregate | oss of
$78, 751, of which $74,350 is attributable to the d oudi a.

Petitioner's Schedule E reports the foll ow ng:

Activity 2709 NW12th 1813-15 Nw22d 1809 Carey PI. d oudi a Tot al
Rents received -- $3,914 -- $600 $4,514
Cl eani ng and

mai nt enance -- 350 -- 3,500 --
I nsurance -- 585 -- -- --
Legal and

prof essi onal fees -- -- -- 500 --
Mort gage i nterest -- 630 -- -- --
Repairs -- 1, 335 -- 1, 257 --
Suppl i es -- 1,783 -- -- --
Taxes -- -- -- 557 --
Slip rental -- -- -- 6, 900 --
Uilities -- 1,736 -- 300 --
Depreci ati on $113 1,483 -- 20,741 - -

Total expenses 113 7,902 -- 33, 755 --



Loss (113) (3,988) .- (33, 155)

Deducti bl e rental |oss (113) (3,116) (1,172) (74, 350) (78,751)

Petitioner treated his activities with respect to the
Coudia and the three residential rental properties
identified on Schedule E as passive activities within the
meani ng of section 469(c). Accordingly, petitioner filed
Form 8582, Passive Activity Loss Limtations, with his 1990
return. In substance, the | osses deducted on Schedule E in

t he aggregate anount of $78,751 were conputed as foll ows:

2709 1813- 15
Activity NW 12t h NW 22d 1809 Carey PI. Cl oudi a Tot al

Current year gains $19, 788 -- $58, 963 -- $78, 751
Current year |oss (113) (%3, 988) -- ($33, 155) --
Accunul at ed | oss - - (617) (1,172) (76, 738)

Total gains 19, 675 -- 57,791 -- 77, 466

Total |osses -- (4, 605) -- (109, 893) (114, 498)
Ratio of |osses -- 0. 04022 -- 0. 95978 1
Al 'l oned | osses -- (3,116) -- (74, 350) (77, 466)
Passi ve activity

| oss carryforward -- (1, 489) -- (35, 543) (37,032)
Amount deduct ed (113) (3,116) (1,172) (74, 350) (78, 751)

In the subject notice of deficiency, respondent
determ ned that petitioner is not entitled to deduct the
| oss clainmed on Schedule E with respect to the d oudi a.
The notice of deficiency explains this adjustnment as

foll ows:

It is determ ned the Schedul e E passive
activity loss of $74,350.00 relating to the
vessel, Coudia, is disallowed because it

has not been established that the property is
hel d for use by custoners pursuant to Internal
Revenue Code Tenporary Regul ation 1.469-1T(e)(3)
and 1.469-4T(b). 1In addition, the deductions



- 8 -

are not allowed pursuant to Internal Revenue Code
Section 212 because it has not been established
that the property is held for the production of

i ncone. The allowabl e passive activity | osses
have been adjusted to reflect the disallowance

of this loss, figured as shown on the attached
Exhi bits #1 through #6.

The notice of deficiency also determ nes, as an "al terna-
tive position", that the loss attributable to the d oudia
is subject to the [imtation set forth in section 183.

The notice of deficiency states as foll ows:

Alternatively, if the determ nation set forth
above is not sustained for the taxable year ended
Decenber 31, 1990, see the alternative position
pursuant [sic] under Section 183 of the Internal
Revenue Code attached.

* * * * * * *

Expenses incurred in connection with an activity
not engaged in for profit are generally deduct-
ible only to the extent of incone from such
activity. However, those expenses which would
ot herwi se be al |l owabl e under the Internal Revenue
Code are deductible even if they exceed the
incone fromthe activity, but reduce the anmount
of i ncome agai nst which other expenses can be

of fset. The other expenses then offset the
reduced inconme in the follow ng order: (1)
operating expenses other than depreciation and
(2) depreciation and other basis adjustnent
itenms. Accordingly, your taxable incone for

t axabl e year ended Decenber 31, 1990, is
decreased $557. * * *

Not wi t hst andi ng t he anount of the adjustnent set forth
in the explanation quoted above, respondent determ ned an

adjustnment with respect to petitioner's passive activity



| osses in the amount of $74,763. The notice of deficiency
does not explain how this adjustnent was conputed or why
it is $413 nore than the deduction clainmed with respect to
the doudia. The anmount of the adjustnent appears to be
the difference between the aggregate anount deducted on
Schedul e E, $78,751, and the current year loss with
respect to the property at 1813-15 NW 12th, $3,988. Thus,
it appears that in conputing the adjustnent respondent
disallowed a current loss with respect to the property at
2709 NW12th in the anount of $113 and disall owed | osses
accunul ated fromprior years with respect to the properties
at 1813-15 NW 22d and 1809 Carey Place in the anmount of

$617 and $1, 172, respectively.

OPI NI ON

The principal issue in this case involves respondent's
di sal | onance of $74,763 of the deductions clainmed by
petitioner on the Schedul e E, Supplenental Inconme and Loss,
filed as part of petitioner's 1990 return. Petitioner
argues that this anmount is deductible under section 212(1)
or (2). The prem se of petitioner's argunent is that the
entire anount of the adjustnent is attributable to
"Petitioner's conduct of the Cloudia activity". However,
according to petitioner's 1990 return, after applying the

passive loss Iimtation rules of section 469, petitioner



- 10 -

clainmed a deduction of only $74,350 with respect to the
G oudia. The record does not explain the nature of the
addi ti onal anount disallowed by respondent, viz $413, and
petitioner has raised no issue regarding this additional
anmount .

The di spute between the parties over the deduction of
petitioner's alleged | osses incurred in connection with
the doudia turns on whether the | osses were incurred in
an activity not entered into for profit. Section 183(a)
provi des:

(a) General Rule.--In the case of an

activity engaged in by an individual or an S

corporation, if such activity is not engaged

in for profit, no deduction attributable to

such activity shall be allowed under this

chapter except as provided in this section.

For this purpose, section 183(c) defines the phrase
"activity not engaged in for profit" to mean "any activity
ot her than one with respect to which deductions are all ow
able for the taxable year under section 162 or under
paragraph (1) or (2) of section 212." If we find on the
basis of all of the facts and circunstances of the case
that petitioner's activity with respect to the d oudia

was "not engaged in for profit" wthin the neaning of

section 183(c), then no deductions with respect to that
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activity are all owabl e under section 212. Sec. 183(c);
sec. 1.183-2(a), Incone Tax Regs.

An activity is engaged in for profit if the taxpayer
has an "actual and honest objective of making a profit".

Keanini v. Conm ssioner, 94 T.C. 41, 46 (1990); Dreicer v.

Comm ssioner, 78 T.C. 642, 644-645 (1982), affd. w thout

opinion 702 F.2d 1205 (D.C. Gr. 1983). Although the
expectation of profit need not be reasonable, it nust
be shown that a bona fide profit objective did exist.

&olanty v. Conmissioner, 72 T.C. 411, 425-426 (1979),

affd. wi thout published opinion 647 F.2d 170 (9th Gr.
1981); sec. 1.183-2(a), Incone Tax Regs. In this context,
profit means economic profit, independent of tax savings.

Hulter v. Conmi ssioner, 91 T.C 371, 393 (1988). Wether

petitioner engaged in the Cdoudia activity with the
requisite profit objective is a question of fact to be
determned fromall the facts and circunstances. Keanini

v. Conm ssioner, supra at 46; Golanty v. Conmni Ssi oner,

supra at 426; secs. 1.183-2(a), 1.212-1(c), Incone Tax
Regs. Petitioner bears the burden of proving that
respondent’'s determination is wong. Rule 142(a), Tax
Court Rules of Practice and Procedure (hereinafter al
Rul e references are to the Tax Court Rules of Practice

and Procedure).
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Section 1.183-2(b), Inconme Tax Regs., sets forth
a nonexclusive list of nine factors to be considered in
determ ning whether an activity is engaged in for profit.
These factors are: (1) The manner in which the taxpayer
carries on the activity; (2) the expertise of the taxpayer
or his advisers; (3) the tine and effort of the taxpayer
which is expended in carrying on the activity; (4) the
expectation that the assets which are used in the activity
may appreciate in value; (5) the taxpayer’s success in
carrying on other simlar or dissimlar activities; (6)
the taxpayer’s history of income or loss with respect to
the activity; (7) the anobunt of occasional profit, if any,
which is earned; (8) the taxpayer’s financial status; and
(9) whether the taxpayer experiences personal pleasure or
recreation in carrying on the activity.

Based entirely upon his own testinony at trial,
petitioner argues that he purchased the doudia in 1985
and held it in 1990 with the actual and honest objective
of making a profit. He clainms to have purchased the
G oudia for the purpose of renting it to the partners of a
bookstore venture to be opened in Hawaii on the Island of
Maui . Shortly after purchasing the sailboat, petitioner
clains that the bookstore venture was abandoned because the

partners were not able to acquire certain property on which
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to operate the bookstore. At the sanme tine, petitioner
clainms to have discovered various defects in the d oudia,
descri bed above, that necessitated substantial repairs
in order to make the vessel seaworthy. Petitioner's brief
describes his objective as foll ows:

Subsequent|ly, upon the failure of this [book-

store] venture, and the discovery of the defects

in the vessel's condition, he [petitioner]

deci ded to overhaul the vessel, and rent it as

he could (and he has rented it, albeit nomnally

as of 1990), until such tinme is [sic] it becane

seawort hy enough to sell at a price that woul d

maxi m ze the recovery on his investnent.
In 1987, after owning the vessel for 2 years, petitioner
permtted an individual who had worked on the vessel to
stay on it in return for rent and clains to have thus
pl aced the vessel in service as a rental activity. From
1987 through 1990, petitioner clains to have realized a
total of $3,305 in rental incone frompernitting various
friends and acquai ntances to stay aboard the C oudi a.
During the sane period, petitioner clains to have incurred
cash expenses of $33,751 and depreciation of $84, 398, or
total expenses of $118,149, attributable to this activity.

After considering the record in this case, we find
that petitioner has failed to prove that he engaged in

his activity with respect to the Coudia with the

requisite profit objective. W base our decision
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generally, on all of the facts and circunstances of the
record, and specifically, on the factors set forth in
section 1.183-2(b), Incone Tax Regs.

Petitioner acknow edged during his testinony that he
was not businesslike in his approach to the activity. See
sec. 1.183-2(b)(1), Inconme Tax Regs. He did not nmaintain
recei pts of his cash expenditures. He did not establish
a bank account for the activity. He did not maintain any
books and records for the activity. He did not advertise
the availability of the vessel.

We are skeptical about petitioner's testinony con-
cerning his alleged intent for acquiring and hol di ng the
Cloudia. W find it difficult to believe that petitioner,
an attorney, would pay $110,000 for a sail boat w thout
first determ ning whether it was seaworthy and whet her
it could be used for its intended purpose. W note that
petitioner made passing reference during his testinony
to an "initial survey" of the vessel, but he failed to
i ntroduce any such survey into evidence.

We are al so skeptical about petitioner’s assertion
that he held doudia for appreciation in value. See sec.
1.183-2(b)(4), Income Tax Regs. Petitioner testified that
as of the tine of trial he could sell the doudia for

"sonmewher e" between $125, 000 and $150, 000. However, as
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of the end of 1990, petitioner had received total rental
inconme fromthe C oudia of $3,305 and had made cash
expendi tures amounting to $33,751. Thus, as of the end

of 1990, petitioner had nmade net out-of - pocket expenditures
of $30,446 on the doudia. That anount, plus the original
cost of the doudia, $110,000, put petitioner’s total
investnment in the sail boat, as of 1990, at $140, 446.
Petitioner also testified that at the tinme he purchased
the doudia for $110,000, it would have cost hi m approx-
imately $60,000 to restore the boat. Thus, considering
petitioner's testinony, we cannot find that petitioner has
shown that he could profit fromappreciation in the val ue

of the doudia. See Cannon v. Conm ssioner, 949 F.2d 345,

352 (10th G r. 1991) (a record of substantial |osses over
many years and the unlikelihood of achieving a profitable
operation are inportant factors bearing on a taxpayer's

intention), affg. T.C. Meno. 1990-148; Antonides V.

Commi ssioner, 91 T.C 686, 696-697 (1988) (“any such

appreci ati on would have allowed petitioners to do little
nore than break even” and “Chartering a yacht to others in
order to afford to keep it through tax savings for one’s
personal enjoynment is not the same as having a profit

objective”), affd. 893 F.2d 656 (4th Cr. 1990); see also
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Martin v. Conm ssioner, 50 T.C 341, 364 (1968); Rand v.

Comm ssioner, 34 T.C. 1146, 1149-1150 (1960).

We al so note that during 1990 petitioner reported
substantial income fromsources other than his activity
with respect to the Coudia. See sec. 1.183-2(b)(8),

I ncone Tax Regs. He reported gross incone fromhis |egal
practice in the amount of $157,391, and a net profit from
that activity in the amount of $78,253. In addition,
petitioner reported capital gains of $75,139 fromthe sale
of 2709 NW 12th and 1809 Carey Pl ace, two of his rental
properties, ordinary inconme of $3,612 fromthe sal e of
those two rental properties, and a |oss of $3,456 fromthe
sale of the “Ednond Lot”. In sum for the 1990 tax year,
petitioner realized income of $153,548 from sources ot her
than the rental of the d oudia.

Finally, the record suggests that petitioner derived
personal enjoynment fromhis activity with respect to the
Coudia. See sec. 1.183-2(b)(9), Incone Tax Regs.
Petitioner testified that ever since he was young he
wanted to be involved with boats, and that the first tinme
he stepped onto the doudia he “felt like Errol Flynn”.
Petitioner also testified that he had built two other
sai | boats, one which he sold, and one which he retained

for recreational purposes.
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In summary, petitioner has not shown that he engaged
in his activity with respect to the doudia with an actual
and honest objective of making a profit. Accordingly, we
find on the basis of all of the facts and circunstances of
this case that petitioner's activity with respect to the
Cloudia is an activity not engaged in for profit and is
subject to the limtation on deductions inposed by section
183.

We note that the notice of deficiency refers to the
application of section 183 as respondent's "alternative
position”. The notice of deficiency al so suggests that
the adjustnent with respect to the O oudia would be
conputed differently under section 183 than the adjustnent
determined in the notice. For this reason, the Court wll

enter decision in this case under Rul e 155.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioner’s underpaynent
of inconme tax for 1990 was due to negligence or disregard
of rules or regulations, and that he is |iable for the
accuracy-rel ated penalty under section 6662(a). Petitioner
bears the burden of proving that respondent's determ nation
is wong. Rule 142(a).

Section 6662(a) inposes an accuracy-rel ated penalty

equal to 20 percent of the portion of the underpaynent
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which is attributable to negligence or disregard of rules
or regulations. The term “negligence” includes any failure
to make a reasonable attenpt to conply with the provisions
of the Internal Revenue Code, and the term “di sregard”

i ncl udes any carel ess, reckless, or intentional disregard.
Sec. 6662(c). Negligence is defined as the |ack of due
care or the failure to do what a reasonable and ordinarily
prudent person would do under the circunstances. E.g.,

Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

Section 6664(c) provides that no penalty shall be
i nposed under section 6662 with respect to any portion of
an underpaynent if it is shown that there was reasonabl e
cause for such portion and that the taxpayer acted in good
faith with respect to such portion. Petitioner does not
assert that he has net the requirenents of section 6664(c).

Petitioner argues that the penalty under section
6662(a) should not be inposed for two reasons. First,
petitioner argues that the "tax treatnent of his investnent
in the vessel Coudia * * * was * * * based on substanti al
authority". According to petitioner:

An anount of understatenent attributable

to a treatnment by a taxpayer based on sub-

stantial authority does not constitute a

"substantial understatenent” by definition.
| RC 8 6662 (d)(1)(A).



Second, petitioner argues:

the failure of Respondent to object to this

treat nent during exam nations by Respondent

of Petitioner's returns in prior years,

al t hough not rising to the level of estoppel,

tend[s] to support the inference that the

position adopted by Petitioner was not under-

taken wi thout due regard for the rules and

regul ati ons and was adequately discl osed.

As to petitioner's first argunment, we agree that
for the purpose of determ ning whether the portion of
any underpaynent is attributable to a "substantial under-
statenent”, the amount of the understatement is reduced
by that portion attributable to the "tax treatnent of
any itemby the taxpayer if there is or was substanti al
authority for such treatnment”". Sec. 6662(d)(2)(B)(i).
However, we do not agree with petitioner's assertion that
there was substantial authority for the tax treatnent of
petitioner's |loss attributable to the doudia. For the
reasons di scussed above, we have found that petitioner
did not engage in the doudia activity with an actual and
honest objective of making a profit. W know of no
authority that permts a deduction under section 212 for

t he expenses paid or incurred with respect to such an

activity. See Antonides v. Comm ssioner, 91 T.C 686,

704 (1988), affd. 893 F.2d 656 (4th Cr. 1990).
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We also reject petitioner's second argunent that
respondent's failure to "object” to petitioner's treatnent
of losses fromthe O oudia during prior audit exam nations
proves that there was no negligence. Petitioner testified
that the first audit during which this issue was raised
was the audit that led to the subject notice of deficiency.
Based upon these facts, we cannot draw the "inference"
offered by petitioner that "the position adopted by
Petitioner was not undertaken wi thout due regard for the
rules and regul ati ons and was adequately discl osed.™

In this case, there is anple evidence of negligence.
Petitioner kept no regular records or logs of his
activities wwth respect to the doudia, he conm ngl ed
funds from his business and personal activities, and he
cl ai med the subject deductions despite the fact that he
had no actual and honest objective of making a profit.

Furt her, petitioner concedes the om ssion of $19, 125 of
income fromhis |legal practice. Petitioner has offered no
evi dence to rebut respondent’s determ nation of negligence.
Accordingly, we find that petitioner has not net his
burden, and we sustain respondent’s determ nation of the
section 6662 penalty.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




